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DEPARTMENT OF THE INTERIOR

30 CFR Parts 202, 203, 208, 207, 210,
and 241

43 CFR Part 3160

Revision of Oil Product Valuation
Regulations and Related Topics

AGENCY: Minerals Management Service,
Interior.

ACTION: Further notice of proposed
rulemaking.

SUMMARY: Proposed valuation
regulations for oil were published for
comment in the Federal Register on
January 15, 1887 (52 FR 1858). Public
hearings were held in Denver, Colorado,
on March 4, 1987, and in New Orleans,
Louisiana, on March 17, 1987, Over 100
writlen comments were received on this
proposed rulemaking.

Because of the extensive and diverse
interest raised by this and related
rulemakings for valuation of gas and
coal, MMS established a procedure
whereby it would publish draft final
regulations and provide an abbreviated
public comment period to obtain further
public cor ment before the rules are
issued as final regulations on September
30, 1987. The Congress is aware of and
understands this process. See
Conference Report on H.R. 1827 in the
Congressional Record dated June 27,
1987, at pages H5661-H5666.

Accordingly, attached to this notice aa
an appendix is a draft of the oil
valuation regulations in final form,
together with a draft of the preamble for
the final rule. The draft contains
numerous changes from the proposed oil
valuation regulations in response to the
public hearings and the extensive
coraments received and reviewed by
MMS.

oATE: Comments must be received on or
before September 2, 1987.

ADDRESS: Wrilten comments may be
mailed to Minerals Management
Service. Royally Management Program,
Rules and Procedures Branch, Denver
Federal Center, Building 85. P.O. Box
25165. Mail Stop 628, Denver, Colorado
80225, Attention: Dennis C. Whitcomb.

FOR FURTHER INFORMATION CONTACT:
Dennis C. Whitcomb, Chief, Rules and
Procedures Branch, (303) 231-3432, (FTS)
326-3432.

SUPPLEMENTARY INFORMATION: The
principal authors of this proposed
rulemaking are John L. Price, Scott L.
Ellis, Thomas J. Blair, Stanley ]J. Brown,
and William H. Feldmiller, of the

S-094999 0051{03X14-AUG-87-14:37.37)

Royalty Valuation and Standards
Division of the Royalty Management
Program, Minerals Management Service
(MMS); and Peter ]. Schaumberg of the
Office of the Solicitor, Washington, DC.

In view of the short public comment
period necessitated by MMS's proposed
schedule, as understood by Congress,
whersby MMS will attempt 10 issue final
rules by September 30, 1887, MMS
requests that commenters not simply
resubmit comments already provided on
the proposed rules. All comments
received since publication of the first
proposed rulemaking on January 18,
1987, will be included in this ralemaking
record. Additional comments should be
directed to the provision of the draft
final rule in the appendix. Commenters
are requested to identify, by section, the
provision of the draft final rule to which
a comment is directed, Besides specific
comments on the draft final rule, MMS
also requests commenters to address
whether there are additional
requirements or approaches which
would improve the royalty payment
process. The MMS believes it has
developed a set of rules which will lead
to the proper payment of royalties, but
given the interest and concerns raised
by this rulemaking, MMS would like to
leatn of all approaches which will
reduce underpayments and minimize
any abuse in payment and collection of
royalties. MMS would specifically like
comments on the ability of auditors to
determine compllance with thess
regulations. MMS also would like
commenters to address the extent to
which these draft rules are responsive to
concerns regarding royalty
underpayments identified in the
Linowes Commission Report and reports
of the Congress, the General Accounting
Office and the Department's Office of
Inspector General.

MMS recognises that arm's-length
contract prices are a principal
component of these regulations. Under
the draft final rules, the prices under
arm's-length contracts would represent
value and be the primary values under
the benchmarka for non-arm's-length
contracts. MMS specifically requests
comments on the definition of arm's-
length contract and on the use of these
co;mfctl to detelrmlne value for
calculating royalty payments.

The Department of Interior (DOI) has
determined that this document {s not a
major rule and does not require a
regulatory impact analysis under
Executive Order 12291, This proposed
rulemaking is to consolidate Federal and
Indian oil myaltr valuation regulations;
to clarify DOI oil royalty valuation

F4701,FMT...[16,32}...8-08-87

policy and ta clarify DOl il
transportation allowance policy: and to
provide for consistent royalty valuation
policy among all leasable minerals,
Because the proposed rule principally
consolidates and streamlines existing
regulations for consistent application,
there are no significant additional
requirements or burdens placed upon
small business entities.

Lessee reporting requirements will be
approximately $130,000. All oil posted
price bulleting or sales contracts will be
required to be submitied only upon
request, or only in support of a lessee's
valuation proposal in unique situations,
rather than routinely, as under the
existing regulations.

The public {s invited to participate in
this proceeding by submitting data,
views, or arguments with respect to this
notice. All comments should be
submitted by 4:30 p.m. of the day
specified in the DATE section to the
appropriate address indicated in the
ADDRESS section of this preamble and
should be identified on the outside
envelope and on documents submitted
with the designation “Revision of Oil
Royalty Valuation Regulations and
Related Topics." All comments received
by the MMS will be available for public
inspection {n Room C4086, Building 88,
Denver Federal Center, Lakewood,
Colorado, between the hours of 8:00 am.
and 4:00 p.m., Monday through Friday.

Any information or data submitted
which is considered to be confldential
must be so identified and submitted in
writing, one copy only. MMS reserves
the right to determine the confidential
status of the information or data and to
treat it according to its independent
determination.

Regulatory Flexibility Act

Because this rule primarily
consolidates and streamlines existing
regulations for consistent application,
there are no significant additional
requirements or burdens placed upon
amall business entities as a result of
implementation of this proposed rule.
Therefore, the DO! has determined that
this rulemaking will not have a
significant economic effect on a
subatantial number of amall entities and
does not require a regulatory flexibility
analysis under the Regulatory Flexibility
Act (5 U.S.C. 601, et 2¢q.).

Paperwork Reduction Act of 1980
The information collection and
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recordkeeping requirements localed at Dated: August 10, 1967, appendix MMS's draft of the final
§§ 206.105, 207.5. end 210.55 of thiarule  James E. Casom, regulations. The purpose of the further
have been approved by the Office of Acting Assistant Secrelary, Land and notice of proposed rulemaking was to
Management and Budget (OMB) under Minerals Managemant, oblain furthet public commant during a
44 U.S.C. 3504(h). and assigned OMB Appondix—Draft Final Rule short comment period and then to make
Clearance Number 1010-0061. any necessary revisions to the finsl
DEPARTMENT OF THE INTERIOR regulations, See Conference Report on
Nuationa! Eavironmental Policy Act of Minerals Management Service H.R. 1827, in the Congressional Record

1968

1t is hereby determined that this
rulemaking does not constitute a major
Federal action significantly alfecting the
quality of the human environment and a
detailed statement pursuant to section
102(2)(C) of the National Environmental
Policy Act of 1969 (42 U.S.C. 4332(2)(C))
is not required.

List of Subjects
30 CFR Part 202

Continental shelf, Government
contracts, Mineral royalties, Oil and gas
exploration, Public lands—mineral
resources, Reporting and recordkeeping
requirements.

30 CFR Part 203

Coal, Continental shelf, Government
contracts, Mineral royalties, Oil and gas
exploration, Public lands—mineral
resources.

36 CFR Part 206

Continenlal shelf, Geothermal anergy,
Governmen! contracts, Mineral
royalties, Oil and gaa explicration, Public
lands—mineral resources.

30 CFR Part 207

Governmenl contracts, Mineral
royalties, Public lands—mineral
resources, Reporting end recordkeeping
requirements.

30 CFR Part 210

Continental shelf, Geothermal energy,
Government conlracls, mineral
royalties, Oll and gas exploration. Public
lands—mineral resources, Reporting and
recordkeeping requirementa,

30 CFR Pari 241

Administrative practice and
procedures, Government contracts,
Mineral royalties, Oil and gas
exploration, Panalties, Public lands—
mineral rescurces, Reporting and
recordkeeping requirements.

43 CFR Part 3180

Government contracts, Indian-lands,
Land Management Bureau, Mineral
royaltles, Qil and gas exploration,
Penaliies, Public lands—mineral
resources, Reporting and recordkeeping
requiiements.

S5-094999 0052(03X 14-AUG-87-14:37:40)

30 CFR Parta 202, 2079, 208, 207, 210, and 341
43 CFR Part 3180

Revislon of Oil Product Valuation
Regulations and Related Topice

Agency: Minerals Management
Service, Interior.

Action: [Draft] Final rule,

Summary: This rulemaking provides
for the amendment and clarification of
regulations governing valuation of oil for
roysalty computation purposes. The
amended and clarified regulations
govern the methods by which value ia
determined when computing oll
royalties and net profit shares under
Federal {onshore and Quter Continents)
Shell) and Indlan (Tribal and allotted)
oil and gas leasea (except leases on the
Osage Indian Reservalion, Osage
County, Oklahoma).

Effective date: November 1, 1987
{tentative).

For further information contock
Dennis C. Whitgomb, Chief, Rules and
Procedures Branch, (303} 231-3432, (FTS)
3263432

Supplementary information: The
principal authors of this rulemaking are
John L. Price, Scott L. Ellis, Thomas J.
Blair, Stenley |. Browm, and Willlam H,
Feldmiller, of the Royalty Valuation and
Standards Division of the Royalty
Manegement Program, Minearals
Management Service (MMS); and Peter
]. Schaumberg of the Office of the
Solicitor, Washington, DC.

L. Intreduction

On January 15, 1987, 62 FR 1858, the
Minerals Management Service (MMS} of
the Department of the Interior jssued a
notice of proposed rulemaking to amend
the regulations governing the valuation
of oil irom Federal leases onshore and
on the Quter Continental Shelf (QCS),
and from Indian Tribal and allotted
leases, During the public comment
period, MMS received over 100 written
comments. In addition, public hearings
were held in Lakeweocd, Colorade, on
March 4, 1887, and in New Orleans,
Louislana, on March 17, 1987. Sixieen
persons made oral presentations at
these hearings.

[Tentative: Bacauae of the complexity of
the regulations, and in accordance with
MMS5's understanding with Congress,
MMS issued a further notice of proposed
rulemaking which included as an
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dated June 27, 1982, at pages H5651-
H5608. A total of .. additional
comments were recelved.]

MMS has considered carefully all of
the public comments received during
this rulemaking process, which included
draft rules and input from the Royalty
Management Advisory Committee. A
complete account of that process is
Included in the preambls to the
proposed regulations issued in January
1987, Based on its review, MMS hereby
adopts final atlons governing tha
valuation of oil from Federal and Indian
leases. Theae regulations will apply
prospectively ta production an or after
the effective date specified in the
Effsctive Dote section of this preamble.

I1. Purpose and Background

The MMS is revising the current
regulationa regarding the valuation of oil
to accomplish the following:

1. Clarification and reorganization of
the existing regulations at 30 CFR Parta
202, 203, 208, 207, 210, 241, and 43 CFR
Part 3180

2. Creetlon of regulationa consistent
with the present organizational structure
of the Department of the Interior (DO,

3, Placement of the oil royalty
valuation regulations In a format
compatibla with the valuation
regulations for all leasable minerals.

4, Clarification that royalty is to be
raid on all consideration received by

easees, less applicable allowances, for
lease production. '

5. Creation of regulations to guide the
lessee in the determination of allowable
transportation costs for oil ta aid in the
calculation of propet royaity due the
lessor.

Structurally, these regulations include
the reorganization and redesignation of
Parts 202, 203, 208, 207, and 210. Each
par! is reorganized by redesignating
"Subpart B—0il and Gas, General" as
"Subpart B—0il, Gas, and OCS Sulfur,
General!"; “Subpart C—Oil and Gas,
Onshaore” as "Subpart C—Feaderal and
Indian Oil"; and “Subpart D-~0il, Cas,
and Sulfur, Offshore™ as “Subpart D—
Federel and Indian Gas."

Also, a number of sections are
renumbered and/or moved to a new
subpart, In addition, § § 202.51, 202.102,
206.103, 208.104, 207.1, 207.2, 207.5, and
210.55 are added 1o the appropriate
subparts.
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Current § 208.104, proposed as

specified in the Effeciive Dale aection of

past years, Specific guldelines governing

§ 202,101, Is an onshore operational this preamble. It supersedes all sxisting  reporting requirements consistent with
regulation which is under the oil royalty valuation direclives these naw oil valuation regulations will
jurisdiction of the Bureau of Land contained in numerous Sacretarial, ba incorporated into the MMS Payor
Managament (BLM}. This section {a Minerals Management Service, and U.S,  Handbook,
being redesignated as 43 CFR § $162.74, Geological Survey Conservation For the convenience of oil and gas
and the existing § 3162.7-4 {s being Divislon (now Bureauof Land lensees, payors, and the public, the
redesignated as § 3162.7-3. Management, Onshore Operation) following chart summarizes the elfects
This rule applies prospectively to orders, dirsctives, regulations and of thess rules.
praduction on or after the elfective date  Notica to Lassaes (NTL's} issued over
Regulation changes Descriptions
I. REDESIGNATIONS:
1. Subparts E. F, and G of Part 241 are recesignated as Subparts | This administrative action permits the Insertion of & new Subpart E—

F. G, and H, respectively.

2. Sections 202.150, 202.151, and 202.152 are redesignated st
§§ 202,130, 2C2.53, and 202.52, respuctively. Section 203.150 is
redesignated as § 203.50.

Section 208.104 is redesignated under Ttie 43 CFR &a § 3182.7-
4. Existing § 3182.7-4 it redesignated a3 § 3162.7-8,

3. Sactions 210.300 and 210.301 are recesignated as §§ 210.350
and 210.351, respectively.

4. Section 241.100 is redesignated as § 241.80

I, DELETIONS:
1. Subpart H—"Indkan Lands" is removed from Part 241 ...

2. Sections 202.100 through 202.103 are removed from Subpart B
of Part 202.
3. Section 203.100 is removed from Subpart C

4. Section 206.103 s reecved from Subpat C of Part 208..iveerend

5. Sections 207.1, 207.2, 207.5, 207.8 and 207.7 are removed from
Subpant A of Part 207,

This action comesponds 1o the redesignation of Subpart G as Subpart H
{ven tomm 1. above).
This acion ls the reault of retiting of the aubparts.

Ol royalty vakation for indian Lands Je now coversd by Subpart C—
Faderal and Indlan O
Thess sections cover activities now governed by BLM.

This section covers an activity now govemed by BLM openations

personnet,

Thias section has been rewrfitten and relocated In the reguiations as
Subparts C and D of Part 208,

The subject matter of these Sections s addressed elsewhers In the
reguiations. They are, tharefors, redundant and have been remaoved

0 avoid confusion,
8. Sactions 210.109 through 210,105, §§ 210.150 and 210.151 are | These recuiremeonts of §§ 210,100 and 210.101 sre now coversd by
remaved lrom Subpart C and D, respectively, of Part 210, Part 207, at amended. Sections 210.102, 210.103 and 210,104 are
no longer applicable (these forms are no longer In use), § 210,103
has been replaced by new § 210,55,
7. Section 241.100 s redesignated as §241.60. Parsgraph | Newly redesignated § 241.60(c)(1) i na longer appiicable (this form is
241.60(c) is removed from Subpart C of Part 241, na longer in usa).
i, ADDITIONS:
1. Tha following subparts are added o Parl 207:
Subpart A—General Provisions Separate subparts have been added 19 Part 207 10 make & conalstent
Subpart B-—OX, Gas and OCS Suthur, General [Reserved) .......]  with other parts of 30 CFR Chapter Il and ¥ provide both structure
Subpart C—Federal and indian ORf [Reserved].......ccmmmiranes - and space for future expansion of thia portion of the regulations.
Subpart D—Federal and Indian Gas [Reserved] ..
Subpart E—Solild Minerats, General [Reserved) .. eminncsenesd
Subpart F—Coal [Resenved)
Subpart G—Other Soid Minerals {Reserved] ... oo
Subipart H—Geothermal Resources [Reserved ] ......uussesiemes
Subpart I—OCS Sultur [Reserved]
2. Tha foliowing subparts are added to Part 210
Subpart K=Geothermal Resources [Reserved] .....cuuinas] THISE NEW SUbPATtS provide apace for reguiations of general spplicabl-
Subpart | —OCS Sultur [Resarved] Y o geatharmel teacuroes and OGS waha,
3. The {oliowing subparts are added to Part 241:
Subpart E—Solid Minerals, General [LReserved] ... These naw subparts provide space for futurs regulations of genaeral
Subpart 1--OCS Suttur (Reserved] .. applicabiity 1o aolid minerals and OCS sulhur.
4. Sections 202.51 and 202.101 are sddes to Part 202, Sections | These new sections provide ol valuation siandards and procedurss.
206.103 and 206.104 are added to Part 208,
5. Seclions 207.1, 207.2, and 207.5 are added & Part 207 Thess new sections refersnce the definlions In Part 208 and set forth
cortain recordkeeping requirsments.
6. Section 210.55 is added to Part 210 This will repiace § 210.103,
V. AMENDMENTS:
1. Parts 202, 203, 208, 210, and 241 are smended by retiting the
following Subparts:
Subpart 8 retitled “ON, Gas, and OCS Sultur, Genertl...uuwwed Theee Subparis have been retitied hmmmw a
Subpart C retitied “Federa) and Incian OF [Reserved]” .|  COMMOHY (OR ve. gas, aic) rather than location (on-
Subpart D retited "Federal and Indian Gas [Reserved]”......... o shore ve. offshore) as was done tormerty.
S-094999 003 YOI T4-AUG-87-14:374))
. ]
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The rules in § 208.100 expressly
recognize that where the provisions of
any Indian lease, or any statute or treaty
affecting Indian leases, are inconalatent
with the regulations, then the leass,
statute, or treaty will govern to the
extent of the inconaislency. Tha same
principla applies lo Federal Joases.

A separate ol deflnitions section
applicable 1o the royalty valuation of oil
is included In this rulemaking In Part
208. All deflnitions contained under
each subpart of Part 208 will be
lppllClb‘F; to the regulations contained
in Parts 202, 203, 207, 110, and 241,
Because the definitions are specific to
theaa parls, thay may not necessarily
canform to deflnitions of the same terms
in other Federal agencies’ regulations.

1L Response to General Comments
Received on Oil Product
Valuation Regulations and Related
Toplcs

The notice of proposed oll valuation
regulations was published In the Federal
Register on January 15, 1967 (52 FR
1858). The public commant pariod on the
proposal closed on April-15, 1087 Over
ane hundred commenters provided
exiensive comments which wers
received and considered in preparing
this notice.

OI the 57 commantsrs filing comments
on valuation {ssues, 30 commenters
represented industry/trade groups; 13
represented State, local, and Federal
governmental entities; 10 represented
Indian Tribes or ellottess; 1 commenter
was a Slate/Tribal association and 1
commenter was an Individual. Of the 48
commentera filing comments on
transportation issues, 24 commenters
represented industry/trade groups; 3
represented State, local, nnf[‘? eral
gavernmental entities; 11 represented
Indian Tribes or allottees: 1 commenter
wes & State/Tribal association; ond 2
commenters were individusls,

General Comments

The MMS received many diverse
comments on the principles underlying
the proposed valuation methodology.

ese comments did not address
specific sections of the proposed
regulations. The respondents genarally
comprised twa groups, with industry
{reprosenting eight reapondents) on one
side of this issue and States and Indiana
{representing six respondents each) on
opposing sides. Tha ganaral commenty
were ¥ into five more-or-less
Intervelated tasues: {1} Acceptance of
gross er o0 arm's-langth
contrach, or the benchmark, as the value
for royalty purposes; (2) deduction of
transportation costs; (3) legal mandales
and responsibilities toward Indlans; (4)

S-0M999  00JDIKI4-AUQ-17-14:3745)

complexity and ebacurity of regulations
and definitions; and (5} economlic
impacts,

(1) Acceptance of Gross Procesds as the
Value for Royalty Purposes

Industry commentera generally agreed
that the basic premise undaer! the
proposed rulemaking is sound because
value is best dmrmmd by the
interaction of compating matket forces.
However, State and Indlan commenters
disagreed, particularly objecting to the
concept of accepting gross proceeds
raceived under arm’s-length transactions
as representative of market value, The
commenters were concerned that the
acceplance of gross procends, without
additional testing of ita validity, could
lasd to manipulation of pricing
achadules, an eroaion o 3
accountability and, in general, would
fail to protect the interests of the lessor.
Many poinled out that grosa
has historically not been considered
equivalent lo market valus, citing
various legal opinions in support. In this
vein, two State and three Indian
commenters declared that royalty vaiue
should be t{&uiulunt to the highest price
Eouted for like-quality productionin a

eld or area.

MMS Response: The MMS's
exporience demonatrates that the
highest price posted in & given fivid doey
not necessarily reflect a bona fide offer
to purchase, nor dows it reflect that
significant quantities of ol are being
purchased al that price. In these
regulations, MMS generally will assoss
royalty on the value lo which the lesses
is legally entitled under Its arm's-length
contract, MMS maintains that gross
proceeds to which a lessee Is legally
enlitled under arm's-length contracts are
determined bﬁnarkcl forces and thus
represent the bast measurs of market
value. For many Indlan leases, MM3S
will also require consideration of the
highest price paid for a major portion of
production {n accordance with the lease
tarms.

To assure that gross
represent market value, and thus insure
accountability, one Indiun and two State
commenters suggested that namd
grosa proceeds values should be tested/
validated by uaing the net-back (work-
back) procedure as an independant
cross-check. Thay also suggested that
royalty reporting should be routinely
monitored by using this procedurs.

MMS Resporae: belleves that
grosa proceeds under arm's-langth
contracls are representative of market
value, However, MMS will continue to
monitor vatue determinations under its
regulations to ensure that thoss
detarminations ylald reasonable values.

F4701.FMT...[10,32]..8-08-87
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The performance of labor Intensive nat-
back calculations on a routine basis is
impractical.

Two Slate respondents doubted that
the benchmark hisrarchy system for
determining values undet non-arm'a-
hnaﬁh transactions could be properly
applied because of the system's
complexity and bacauan the valustion
procedurs is predicated upon a payor's
ability and willingness to identily a
transaction as either arm’s-length or
non-arm's-length. They feared that
industry might be reluctant 1o identify
non-arm's-length tratisactions and thus
marely declare gross proceeds as value,
thereby placing the burden of proper
finding upon MMS during audit.

MMS ¢ The MMS supports
the benchmark syatem. Most of industry,
those who report under the system.
belleva it to be a workable system. In
genaral, industry can identify its own
arm’s-length contracts based on
standards sstablished in these
regulations and it is In {ts best interests
not to classily non-arm's-le
transactions as arm's-length use of
the threat of both high interest costs and
possitle penalties. However, MMS will
use the audit process to verily that
contracts which are clalmed to be arm's-
length satiafy all the standards of the
definition, discusssd in detai] below.

(2) Daduction of Transportations Costs

Although industry commenters
supported the proposed deductions for
transportation costs, many of the
respondents belleved the allowable
4 ucu::l“th ware 100 nﬂr‘licﬁvc. and one
suggest at ransporiation
allowances should be actua! coats based
on Fedaral Bnergy Regulatory
Commission (FERC) tariffs or arm's-
length transportation arrangements.
Howaevar, commants from States {two)
and Indlans {twu) objected to the
allowances a3 being too liberal and
unnmn&rtly l?pen-mdod bzr;lﬂectl\;ely
Fan & allowances regurdless o
nnd.u%u Ll tad that
transportation deductions should be
allowed only when transportation costs
are necessary to the sale of the
production, that transportation
dlow:nﬂm ::l;uld bt; h:u‘lo oCs
production , 0 that no deductions
should be allowed, at least for tribal
lands.

MMS : The MMS believes
that costs incurred by a lesses to
transport lease production to a delivery
point off the lease incraase its value
and, therelors, ls a recognized
deduction. See the transportation
allowance section of thia preamble for
furthar discuasion.
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13) Legal Mandates and Rosponsibilities
Townard Indiane

Three State and three Indian
reapondeonts questionad the fegalily of
the proposed rulemaking, expressing
their view thal the proposed
madilications, particularly with respect
ta arm's-lenglh contracts and grass
procecds, ace contrary 1o the intent of
the valuation requirements of the
Minaral Landas Leasing Act, 30 US.C.
181 et seq., and the Federal Oll and Gas
Royalty Manngement Act of 1982
{FOGRMAY, 30 U.5.C. 1701 ot seq.. and
are # matked departure from historical
vaiuation regulations and leare terms.
Their basic argument is Lhat the statutes
require royally based on tha value of
production, and & royalty clause based
upan “value™ t¢ not aatlafled by a
valuation procedure based upon gross
prececds; in their opinion, value may be
considerably higher than revenues from
srm's-length transactions.

MAMS Response: The regulations
gencrally define value on the basis of
markel lransactions. consistent with
commonly held economic philosophy,
rather than some arbitrary “vaitue”
which can ba easily misconstrued,
disputed, or misinterpreted. The MMS
believes there {s no conllict batween the
intent of the Minera! Laasing Act,
FOGRMA. and the valuation procedures
being adopted herein,

The Indian commenters 1ook
particular exception 1o the proposed
rulemaking, pointing out that the
proposed valuation procedures based on
groas proceads are in conflict with tha
Sccrelary's duty under the Unallotled
Indian Leasing Act of 1938 and the
Indian Mineral Development Act of 1982
to enaure that tribes and allottees
receive the maximum return for their
praperty, They disagreed that gross
proceeds represented market value, 2nd
thus believed they would not receive the
maximum benefit accruable from
production pursuant to statutes. One
respondent suggesied that the proposed
regulations apply prospectively only lo
newly issued leases vo that royalties
awed to Tribes and allottees under
existing regulations would not be
diminished,

MALS Response: MMS believes the
new valuation regulations, with the
changns discussed in more detail below,
are Tully consistent with the Secrelary's
obligations to Indian lessors.

{4) Complexity and Obscurity of
Regulations and Deflnitions

Some commenters [two State, one
Indian, and one Federal bureau)
belleved the proposed rulemaking
generally was sxcessively complicaled,

5-00499%  COSHUIXI-AUG-17-14:37:4Y)

leading to difficulty in fnterptetation. As
a result, they ballave the propoted rules
{all 1o achieve the stated goals of
simplificetion and providing certainty,

MMS Response: The MMS has
endeavored lo correct certain identifled
deficiancles In the final rulemaking. The
regulaiions combine previous
regulations, NTL's, ordars, and internal
policies. They will provide a single
source for product value guidance which
necessarily will be simpler and more
comprehensive than the existing
procedures.

(5) Economlc Impacts

One State and four lndian
commenters disagresd with MMS's
statement thai the proposed regulations
would yield long-term banefits to
royalty owners, Indian commsentaers in
particular bellaved the proposed
valuation rules would have a significant
datrimental sconomic Impact on Tribes
and allottees. A detailed economic
analysis of the sconomlic impacts of the
proposed rules was suggested by one
commenter to support MMS's clalm that
the short-term effacts on revenues
waould be Hmited,

MMS Response: The MMS believes
that the regulations provide valuation
crileria that will result in reascnable
values and will create an atmosphers of
cerlainty in royalty payments and
thereby correct some of the royalty
deliciencies encountared in the past,

IV, Section-by-section Analysls and
Response 1o Comments

Commenla ware not recelvad on avery
ssction of the proposed regulations,
Therefore, (f any of those aections were
nol changed significantly from the
proposal, there generally is no further
discusslon In this preamble. The
preambls to the proposed regulation (52
FR 1853, January 15, 1087) may ba
conaulted for a full description of the
purpose of thoss sections. For tther
sections, this presmble will address
primarily the extent to which the final
rule was cha from the proposal.
Again, a complete discussion of the
applicable ssctions may be found in the
preamble to tha proposed regulation.

Section 20252 Royulties.

For purposes of clarity, one State
commsnter suggested that the word
“royalty” be inserted belore the words
“rate specified”, and the words “amount
of rayalty" be deleted and replaced with
the words “royalty rete." This
suggestion was made because some
lessees have confused the computation
of royaity rate and the computation of
the amount of royalities due,
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MMS Responze: The MMS agraes (that
theae suggested changes should be made
for purposes of clarity and the final rule
has besa modifed accordingly.

The MMS has removed from the final
rules the two pections addresaing the
romnl responsibilities of MMS and
wa2eee. All of these responaibilitles ars
addressed in varloua provistons of 30
CFR and elsewhere, ‘Thus, these sections
wete duplicative and, based on the
commants received, caused confusion.

Section 202.100 Royalty on oil.

Two industry commentera
recommendad that this section state that
no parmission is nmulrf to exempt
from royalty any oll used for the beneflt
of the lease, either cn-lease or off-lease,
and lncludllz communitized or unitized
areas. In addition, another industry
commenter stated that where agoncy
lgpro\fll is necessary, this section
should address the procedurs to acquire
such permission.

MMS Responss: The royalty-free ure
gr ‘:ﬂ isan op:lnuonal ma::r covlmd

e appropriate opera ations
ol the Bl!:\! and MMS for omhr?r: and
0Cs dona, tespactively, and, thus,
{s outside the scope of this rulemaking.

One industry commenter proposed
that MMB conaider axpansion of
mmq.\g to include appropriate
royalty deductions for the ofl squivalent
cost of alternative fuela which may also
lb. used for beanefictal purposes on the

({ef N

MMS Response: This suggestion was
not adopted. This issus is more proparly
directed to operational regvlations, not
valve regulations, and s outside the
scope of this rule. The MMS has
included these provisions simply to
reflect the general lease terma and
regulatory provisions which prascriba
the royalty obligation.

A Stats commenter suggested changes
designed to halp end the cunfusion
about the distinction between computing
the NYII? rate and computing the
amount of royalties due. MMS has
adopted some changes to the wording of
$ 202100 (a) and (b) for clazity, The
same commenter recommended
inserting “from the lexsa site” in
paragraph (b) to assure conformity with
the ugcme requirements of FOGRMA,
cag U.8.C, 1730, MMS has adopted this

ange.

Section 202.100{c) waa proposed as
§ 200.100{d). The only comment received
was from industry suggesting the
addition of the phruse “because of
m?}:ﬁ““ of lessan” after the words
“offshore leass,” in order le be

conslatent with saction 308 of FOGRMA.
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MMS Responss: This subpart
addreases the valuation of oil which has
been delermined to ba "avoldably lost,”
not the reason{s) for that determination,
Determination of "avoldably lost" and
“nogligance™ Is a lunction of MMS OCS
Qpearations for OCS leases and BIM for
onshore Federal and Indian leases, The
addition of the recommended phrase,
therefore, is considered inappropriate
for inclusion In this rulemaking.

MMS has added at § 202.100(d) of the
final rules & provision concarnln1
production governed by a federally
approved ynltization or communitization
uﬁmumunl. Section 202.100(d] statwes that
all agreement production attributable to
a Federal or Indian lease in accordance
with the lerms of the agreemant is
subject 10 the royaity payment and
reporting requirementa of Title 30 of tha
Code of Fuderal Regulations even if an
agreement participant actually taking
the production in niot tha lessew of tha
Federal or Indian lease. Moat important,
howaver, § 202.100{d) requires that the
valua, for royalty purposes, of this
production ba determined in accordance
with 30 CFR Part 200 under the
circumatances involved in the actual
disposilion of tha production. By way of
ilustration, if a Federal lassee does not
sall or otherwise dispose of ita allocable
share of unit production, then it will be
sold or otherwise disposed of by one of
the other unit participants. If one of the
unit participanta other than the Federal
lessea transports the oil to a terminal off
the uait area under an arm's-length
transportalion agreement and then sella
the ofl under an arm's-length sales
contract, the value, for royalty purposes,
will be that person's gross proceeda less
the costs of lransportation incurred
under the arm's-length transportation
agreement. This provision does not
arddress the issue of what person must
report and pay the r0¥aluu. it only
addresses the lasua of valuation.

Section 208100 Purpoce and scope.

One [ndustry commenter ed with
the concept that Indlan Tribal and
allotted leases be treated under the
same oil valuation standards applied to
Federal leases unless the lpcr.iflc lense
terms require alherwise. That
commenter also suggested that MIMS
support Indian Tribes and allotiees, if
requested, in marketing their royalty
share of production. An Indian Tribe
commenler anserted that it may be
inconsistent to use the sama oi
valuation slxndarda for Indian and
Fedaral leases "Because of the trust
reaponsibility of the United States to
maximize [ndian royalties, it may be
Inconsistent to have Indian and Federal
leases treated the same under this
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subsection, eapacially if the policy of
Interioe is to exm a ressonable and long-
{erm maximum rate of return and
revenues for all parties.”

MMS Response: The MMS balleves
generally that mainmnina‘a single aet of
oil valuation regulationa that apply to
both Federal and Indian lands (except
leases on the Osage Indian Reservation)
provides for consistency and certain
in the determination of the value of of
for all lands administered by the DO1L
and will result in obtaining & reasonable
and appropriate rate of return to all
patiies concerned, However, bacause of
the lease terms of many Indian leasss,
MMS has included in the rules some
additlonal valuation standarda
applicable only to those Indian leases,

In accordance with paragraph (b) of
this aection, whers the provisions of any
slatute, treaty, or lease are inconslstent
with these regulations, the leass, statute,
ot ireaty provision will govern 1o the
extent of that inconsiatency. This policy
alaa applles to court decislons—
reguiatory revisions will be required 1o
the axtenl of any inconsistency with the
exiating regulations, provided they are
not ambiguous or unclear in their intent.
Thus, MMS maintaina the DOl
responsibiiity to Indians by IIIUH:?
that the ations do not supersede the
authority granted by the lease, or violats
provisions of a statuls, treaty, or court
decision,

Several Indlan respondents
commenled on § 208.100(b). One
suggeated that the proposed rules should
expresuly recognize that “whare
provisions of any Indlen lease, o any
statue or treaty affecting Indian leases,
nstated or s intamntcd by the courts,
are inconsistent with the regulations,
then the lease, statule or treaty, ot court
interpretation would govern to the
extent of the inconaistency.”

Another commentsr sxpressed the
view that “caution should be exercised
before staling that ‘the leage * * *
provision shall govern lo the extent of
that inconsistency.' Many Indian
ailottee and tribal leases are vary old
ar,d were entered into when industry
practices ware very different than they
are now, The partiss to the leass may
have understood the lease to
incorporate standard industry practice
at that time. For this reason, some
provisions may have been omitted from
the written Instrument. It may be proper
1o inlerpret some of those unwritien
Emvhiom in light of today's standards,

ut It may be grossly unfalr lo the
royally owner (o so inlerprat othere.
Ona such example m:‘y be
transportation costs. If transportation
costs ware not being deducted from
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toyaliles when the lease was enterad
into, transportation costs should not be
deducted now, even though not
mentioned In the lease, It is our
conclusion that this should be
considered and the regulations should
make some mention of this
consideration.”

MMS Response: Obviously, MMS will
comply with court orders and judizial
declsions which uffect thesa regulations.
It is well known, however, that court
daclaions often focus only on parts of
{asues, leaving those decisions open to
imc?nmton. Furtharmors, & court's
jurlsdiction can lmit the applicability of
its deciston. 1t ls [or these reasons that
MMS has elected not 1o include an
exprean refarence to court duciaions or
court Interpretationa In this or any other
Subpart of thase regulations,

Contrary to the interprelation of this
saction by the second commenter, the
regulations will not changs any specific
lease provialons,

Only two comments were recelvad
concarning § 208.100(c). One from
Industry endoraed the recommendation
of the Royalty Management Advisory
Committes (RMAC) Oil Valuation Panel
which proposes placing & limit on the
time period during which MMS may
conduct &n audit on a lease. It aaserted
that such a limltatiun “sncourages
prompt action, assures the retention of
appropriate records, and gives the
lesses aasurance Lhat its current
business will not be disrupted by
axaminations of vary remote payments.
We believe a 8-year limitation {s
reasonable for both MMS and the
lessee.”
lhTha ;lnlgun lr‘n londulzt; is concortnnd

at" ail roytlty paymenta
made to will purporlodrym be
subject to later audit and adjustment,
MMS's past audlit tecord does nat
reassure the tribes that all royalties due
will be collected.”

MMS Response: These regulations
concern valuation procedures, not
accounting functions, All MMS audits
are subject to tha requirements found a!
30 CFR 217.50, which doas not specily
any time lim{t during which MMS may
conduc! an audit, Bacauss the reference
in § 208.100{c) {a intended only o be &
general reminder that royalty paymenta
will be audited, the recommendation 1o
place & time limit on audits was not
adopted. The MMS has modified the
provision in the final rule to make it
clear that this provision applies to
payments made directly to Indian Tribes
or allotleas ns wall as those mads 1o
MMS alther for Federal or Indlan leases,

Proposed § 208.100{¢} would have
required royalties {0 be paid on
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insurance compensation for
unavoidably loat oil, Of the nine
commants received concerning this
scciion, #ight from industry objected to
MMS's concept of value. Their rationale
can be summarized as follows: “Royalty
is due ov production saved, removed, or
sold. and Insurance proceeda for
production unaveldably lost does not fit
inlo any of those categories and is not a
royalty assessable event. Becavse MMS
does not share In the expense for
insutance coverage, it should no! receive
any royally or compensation received as
a result of such coverage.”

One of these comments expands on
this argument by stresaing that “if MMS
insists on collecting a portion of such
proceeds, then to the exlent that
ingyrance may cover the royally interest
of wnnvoidably lust production,
proceeds should be shared only if the
cos! of insurance covetage is recognized
as an allowable royalty saducﬁon."

MMS Response: Pursuam 10
§ 202.100(b) of the final rules, no royalty
is due on production which is
unavoidably lost. Therefore, MMS has
contleded that no royalty is due on any
insurance compensation for such
production,

Section 206.101 Definitions.

Allowance—A total of four comments
were teceived on this paragraph; two
ware [rom State entities. cne (rom an
Indian Tribe, and one from a Federal
agency. One Slate commenler pointed
out that thia definition appears to be
inconaistant with the sactions of the
valuation regulations dealing with
transportalion allowances (§ 206,104
and § 206.105). The word "allowancz:™ {s
defined it terms of being “authorized,”
“accepted” or "approved,” whereas the
regulaticns siale that a trensportation
“allowance” can be deducted without
priac approval. Their concern is that the
definition should match the usage in the
regulations, An Indian commenter staled
ihat the definition should “clearly
specify that the transportation
uflownnce applies only to transportation
from the lease boundary to a point of
sale remote from the lease and that such
corls e reasonable, actual, and
necessery. A Faderal agency commant
stuted that the delinition is too liberal
nnd wed rosult in the Federal
Government subsidizing oll companles’
operation cosls. They cited an example
where a transportation sllowance of as
much as 50 percent could be granted for
maving oil in 1ateral lines to off-lease
measuremen! points: apecifically, from
wellheads to a Leass Automatic
Custody Transfer (LACT) unit. One
State commenter suggested that the
Aefinition is unnecassarlly broad and
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recommended deleting the lunguege “or
an MMS-accepted ot approved” as well
a3 deleling the phrase “to a point of aale
or point of dellvery remcte lrom the
lease.”" This commanter also suggested
adding the words “recessary and”
befora the word “ressonable." The
ratlonale for making these changsa n
that there are o*her sactions of the
regulations that clarily "that MMS need
not provide advance approval befors a
lesses could take an allowanse.” The
“accepted or approved” language could
be interpreted to suggest that
“allowances are not subject fo tater
adjustments by MMS after tull sudit,
based on arguments that the allowancs
was nccerted by MMS after receipt of
the actual coats report under

§ 208.105{b)(2), or accepted under the
terms of the regulationa.”" _

MMS Ressonse: These regulations, In
effect, “authorize” the lessees to deduct
certain costs Incurred for tranapartation
from the value without priot approval,
(See § 200.104 and § 206.103),
Allowances computad by the lessee
shall ba "accepted” by MMS subject to
review and/or undit. The MMS has not
included a definition of the phrase
“remote from the leass” in the final
rules. To eliminate any confusion, MMS
has replaced this phrase with the phrase
“off the lease.” Thus, transportation off
the lease, other than gathering, is
subject to an allowance. The MMS haz
included an express statement in the
final rule that transportation allowances
do not apply te gathering costs.

Arza—A slngle comment was
recelved from industry addrasaing this
definition as being Imprecise and in
need of specified limits in order to
define haw largs an “area” canbe. In
additfon, the commenter proposed that
the definjtion should be clarified by
inserting tho phrass “or producing unit”
alter “oil and/or gas fiald."

MMS Rasponse: Tha delinition sesks
to encompass a concept that is very
difficult to describe. Narrowing its scope
by describing {4 in termas of aixe will only
nstablish an arbilrary baais for the
definition, To avoid this, MMS elected
io retain tha definition as proposed,

Arm's-length controct=~A total of 41
comments ware received on this
definitlon—27 from industry, 4 from
Indians, 1 from & Siate/Tribal
assaciation, 8 from States, and 1 from a
Federal agency. The proposed definition
of "arm's-length contract” generated a
significant number of comments because
it is, as one commenter noted, the** * ¢
linchpin of the benchmark system ® * *."
Becausa of the impertance of this
concep!, it is not surprising that several
commenters disagreed with the
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definltion, either in part or in ita
entirety. Indeed, one State commenter
deacribed the reliance on the concept of
“arm‘s-length” as a method of
determining value to be "both tnefflicient
and Inappropriate™ and suggested
deleting the definition altogether, The
majority of commenters, however,
focused on whalt they constdered to be
flaws in the proposed deflnition and the
specilic recommendationa they
considered neceasary to conclusively
address those Nlaws.

Ona Indlan commenter suggested that
the basic flaw in the definition s the
assumpiion that the Interests of the
[easee and the leasor are identical, This
commenter pointed out that the courts
“have recognized that the Interests of
lesaces and lassors often diverge, See,
e.g., Piney Woods Couniry Life School v.
Sheall Oil Company 726 F.2d 225 {5th Cir.
1084}, cert. denfed., 105 8. Ct. 1568,
{1985), Amoco Production Company v.
Alsxondsr, 622 8 W, 2d 563, [Tex.
1991).” Another State commenter
deacribead the definition aa "clearly
deficient becauss it is limited to formal
affiliation or common ownership
interests between the contracting

arties.” The assumption that arm's-

ength contract prices refllect market
value “ignores the fact that rartlau may
have contractual or other relationships
or understandings which would cause
them to rﬂce oll below its value,
especially If the beneflt of the reduced
royalty burden can be shared by means
of the oil sales contract." This
commenter believed that the Jesses's
and leseor's intarests may not be the
same, and that ths royalties due lessors
i viewed by many lessees az u cost to
Ya minimized, not maximized. Another
comment submitted by the State/Tribal
association cited the follawing as an
example of a situation where, although
the parties are unaffiliated, the market
value may be less then the arm's-length
contract price: *Thus, for example, the
price received by a Jesses/producer who
i a captive shipper of a single purchaser
pipeline, albeit unaffiliated, will be
accepted as the value, despile the fact
that compeling market forces are not
operating, Even if audit revealed facte
that would Indicate that the sales price
is suspect, the government would be
bound under the proposed regulations to
accapt it If the parties wers nomlnallr
unaffiliated. The MMS proposal would
even foreclose the use of standard price
checks, presentlyused** *in***
audit efforts, to assure that contract
proceeds represent the statutory
requirement of fair market value of
production.” One State commenter
concluded that in its attempt to
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eatablish an “almost purely objective™  these seme commenters {plus some arm's-length status to virtually all
teat and provide for certatnty In Indian and State corunentera) objected  otherwise arm's-langth transactions

valuation, MMS has inadequately tried
ta justify "glving away the power to
prevent manipulation of the public's
toyalties.” Other State and Indian
commenters claimed that the proposed
deflnition, although it may be objective,
remains "unworkable™ mainly becsuse
it does not Include any reference to
“adverse economic interests” and “free
end open market” nor would it serve as
an effective audit tool. They urge MMS5
to use the definition first proposed by
MMS to the RMAC becauss “that
definition Incorporates the common
legal understanding of the term arm's-
length——the existence of unaffiliated
willing buyers and willing sellers of
adverae economic interests operaling in
& free and opan market~and is the only
delinition that can assure agalnst
valuation becoming an industry ‘honor
systam.' ™

One State cammenter stressad that
even though the Inclusion of ad:'itional
criterta ["“adverse economic Interest”
and "[ree and open market™) would
increaas subjectivity, “the appeals
process Is in place to provide protection
against arbitrary declsions.” Six State
and Indian commenters specifically
recommended that the proposed
definitfon be replaced by the ane
proposed lo RMAC by MMS In the dreft
regulations.

That definition reada as follows:

Arm's-length contrect means a contract or
agreement that has been freely arrived atin
the open marketplace between independent,
nonaffiliated parties of adverse economia
Interasts not involving any consideration
ather than the aale, processing, and/or
iransportation of lease products, and
prudently negotlated under the facts and
clrcumstances existing st that time.

One Indian Triba) commenter
suggested that "MMS should derive a
definition of oil value for royalty
purpaoses (instead of what they consider
would be a necessary, all-inclusive,
lengthy definition of arm's-langth
contract} which [s simple and which
represents the true value of the
production. The [commenter] submits
that puch & dellnition muat ba based on
the higheat price paid or posted for
similar oil in the sama field or area.”
Anothor commenier atressed that the
definltion Jimits tha discretion of the
Sccretary to select whatever method he/
she considers appropriate ta delarmina
the valus of oil for royalty purposas.

A large number of industry
commenters agreed that the deflinition of
an "arm's-length contract™ as “a
contract or agreement between
independent and nonaffiliated persons”
is sound and appropriats. Howaever,
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1o the phrase in the proposed definition
*“or if one person owns an interest
{regardless of how small), either directly
ot indirectly, in another person™ as
being tog "restrictive.” ! The rationale
for thiz position is thal the phrase
appears 1o defeat MMS's intent lo use
arm's-length contracts as the principal
valuation method. Many industry
commenters addressed the need to
clarify the definition in order to insure
that joint ventures, joint opanuns
sgreements, tax partnerships, and other
relationships where the “interest” of onte
party in another is not one of beneficial
control, are specifically excluded. As
ong of itepo commenters put it:
"Similarty, involvement in one or more
foint operations with & compeatitor
should not be viewed as materially
affecting the arm's-length nature of
transactions between the firms,
Haowever, the referance o joint venture
In the definition of person, whichis
referenced in the proposed definition of
arm's-length contract, could be
improperty construed as including
normal joint oll field operations
conducted under the terms of joint
operating or similar agreements. Joint
operations cleatly involve no
interlocking ownership of the
instruments of voting securities as
between the firms. Joint operations are
unidertaken to accomplish affective
reservoir management, to satisfy
spacing requirements, or to share the
enarmous ¢osts involved in certaln OCS
and frontier areas, Such }oint oparations
are often mandated and/or approved
and sanctioned by the various
governmeantal agencies having
jurisdiction and supervision over the
operations {l.e., communitization,
unitization, and development plans; and
jaint bidding agreamants). They do not
establish joint marketing rights, or
otherwise erode the competitive desire
of each owner to achisve maximum
value for its share of production.”
Several industry commanters also
complained that the ownership by one
party of one share of stock in another
party would confer affiliated or non-

' Savaral commanters watd the word "restrictlve”
to maan that the langusge in the proposed dellnition
regarding "if ona paraon owns an interest
{rogardiess of how small), either divectly o¢
Indlrectly, in another person™ algnificantly restricts
the rumber of Mtunlions whets an arm's-length
contract would actually axist, A few commanty
eapoused 1his same porition, yat they lermed the
definition ss ton "Srond." A used In this
dlscussion, MM3 considers the word “reatrictive” te
represent the above-mantioned poattion, and the
word "broad™ ta denots that the langaags of the
definition s slther 100 vagus of nol Mstriciive
shoughs
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between tha two partles, They further
stated that this would be true even if the
pension plan of one party holds one
share of stock In the other party. One
Indian commsntsr suggested that MMS
would waste its efforts trying to
determine ownership interest: “Thers is
slto & problem with using ownership
interest ‘regardless of how small’ in the
definition. Thers s no definition in the
proposed regulations of ‘owns an
intereat.’ Would the ownership of one
share of stock be considered owning an
interest? Parameters must be set and
adhered to, When MMS starts trying to
determine ownership interests no matler
how small, an endless quagmire will
develop, and lime and resources will be
devoted to this determination when they
would be better spent on MMS's other
duties”

Another industry commenter pointed
oul that the definition is inconalstent
with the guidelines concerning
beneficial control under generally
accepted accounting principles, while a
number of other industry commenters
claimed that it eliminates certainty in
valuation,

The majority of all the comments
atress the need to replace the phrase “or
if one person owns an interest
{regardless of how small), either directly
or indirectly, in another person” with a
statement that s es quantifiable
limits that wounld be used 1o determine
whather or not one party would be
cansidared to have & controlling interest
In enother party, Nearly all of these
cgmetgtlrrﬁ:omma?ded thal!m;lg
adopt the [ollowing la s for the
definition of control wmh as alread
been implemented by BLM as codifie
st 43 CFR 3400,0-3{r)(3) (51 FR 43910,
Decamber 8, 1508}t

Controlled by or under common
control with, based on the instruments
of ownership of the voting sacurities of
an entity, means
{1} Ownarship in excess of 50 percent

constitutea control
(i) Ownership of 20 through 50 percent
creates a presumption of control;

ard

(ill) Ownership of lesa than 20 percent
croates a gnmmption of
noncontrol,

A faw induatry commenters
recommended replacing the word
‘(;plnon" with the word “party" in the

sfinition of arm's-langth contract
because thay forenes that the use of the
wotd “person” will “unnecsearily
preclude gontracts between joint
ventures from quallfying as arm's:
length.” Similarly, one induttey
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commentat suggested delating the words
“consortium™ and “joint venture™ from
the definltion for “person™ (“party™} for
the same reason,

Finally, one industry commenter
objected ta “the implicit and explicit
presumption throughout the Qil Proposal
thal procoeda actustly received through
affilinted sales are lass than fair value,
This presumplion piaces an unlair,
impractical, and Impossibla standard on
u producer who, acling in its best
tconomic jnterest, alects 10 sell lo an
affilinted entity, ln this tegacd, a
redefinition of the term “Arm's-Length
Contract” is recommended to eliminale
relerence 1o and inclusion of de minimis
relationships.™

MMS Response: Based on the
numerous comments concerning the
“restrictive” nature of the deflnition and
the soundness of the arguments, MM3
has decided to modily the phrase ** * *
or il one person owns an interesl
(regardless of how amall), either directly
or indirectly, In another peraon" with
the “control" languaga found in tha
BLM’s regulations at 43 CFR 3400.0-
5{rr)(3).

Furthermore, MMS recognizes that for
the purposes of delermining whether a
conlract is arm's-length or non-arm's-
length {e.g., afliliated), the test of
affiliation must be derived contract-by-
contract. This means that, for exemple,
two companies may be involved as 60-
40 pariners in & joint venture lo acquire
and develop an OCS lease, If the
company with the 60-percent Interest
buys the production from tha joint
veniure company, that contrect will be
non-arm's-length. Howaever, the two
companies wha formed the Joint venture
slill may be considered by MMS to hava
an arm's-length sales contract between
them for production from another lease,
provided the 20-percent ownership
threshold is not exceadad. In the evant
{hat one company does own a 20-
percent, or greater, interest in the other,
then MMS would presume that any
transaction between them is non-arm's-
length.

The MMS may require a fesaes to
certify ownership in certain situations,
Documents that controllers or financial
atcounting departments of individual
companies file with the Securities and
Exchange Commission concerning
significant changes in gwnership {e.g.. §
percent) must be made available 1o
MMS upon request.

The final rule aleo provides that to be
considered arm's-length for any spacific
produclion month, & contract must mest
the definition’s requirements for that
production month as well as when the
cantract was axecuted,
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The very nature of an arm's-langth
contract implies an adverse economie
interest batwaeen the contracting parties,
The MMS belleves that the intent of the
linal definltion (which includes the BLM
“control” lu:guase] satisfies the
concerns of those commenters who falt
that the delinitton should Include
specific "adverss sconomic interest”
language, Morsover, MM$ haa included
in the final rule a provision which
requires that to be arm's-length a
contract must reflect the tota
constdscation actually tranafsrred rom
the buyer o the seller, either directly or
indirectly, For axample, I the parties to
the contract agree that the price for ofl
from a Federal or Indian lease will be
reduced in exchange for a bonue price to
be paid for other production from a fee
lsase, MMS will not treat that contract
as arm's-length. MMS dons recognize,
however, that two parties may have a
course of dealing so that some ma
argue that any contract betwesn them
could ba conatrued a8 including some
consideration other than the specifled
price. It la not MMS's intention to
exclude such bona fide agreements from
the definition of arm’s-length contract.

This definition in no way limits the
Secretary's authority o question or
“look behind” n arm's-langth
agreement {f there Is reason to suspect
that elements of the agreement are less
than arm's-length,

Audit—Only a faw commen!s ware
received on Lhis proposed definition, All
the comments focused on the portlon of
the definitlon which followsd the first
sentence. Genarally, these comments
suggested that the fropoud deflnition
limited the scope of MMS's authority,
particularly with regard to Indlan leases.

MMS Response: It ia MMS's inlention
that the definltion not be limited.
Therelore, the final rule deletes
everything following the first aentence
of the propoaed definilion because the
succeeding sentences were only
intended to be explamtor{;‘

Condensale—Only one Industry
comment was receivad on this proposed
definition, This comment advocatad
adding the phrase "beyond normal lease
separation procedures” after the word
“procesaing” in the firat sentence of the
deflnition in order to clarify that “liquid
hydrocarbons resulting from normai
lease separation procedures are
condansate” whereas "processing,” in
this context, refers o mora aophisticated
{acilmas that ame generally located off

ease,

MMS Responge: This definition has
been retained intact in the final rule,
Howsver, a definition of the word
“procesaing” has haen added for

arification purposes at § 206,101,
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Controcl=—A tingle comment was
received on this proposed definition.
Although this State commentsr
recognized that “as a matter of law, oral
toniracis are enforceabls” they
recommend that the words “oral or” be
deleted because they argue that “there
is no way that the terma of such
toniracts tan be adequataly varifted to
assury that all of the conaldaration &nd
benefits under it have been honestly
detatled by the lessss under proposed
§ 207.4, Thus, the government, ina
aituation Involving an oral contract,
must assure itself thut it has all of the
information relevant to the transaction:
rellance on the ‘contract’ document—
drafted by one party only—would ba
insufficient.”

MMS Responss: The MMS has
retained this deflnition as proposed
becavae, in accordance with § 2074,
oral coniracts negotiated by the lassee
must be placed in writien form and
retained by the lessee. If the MMS
believes that the written documentstion
1a not a truthful representation of the
actual terms of the sales agreements, the
lessee may be liabls for penalties for
suhmlitting false, inaccurate, or
misleading dats,

CGathering—MMS hag included in the
final rule a definition of gathering as the
movement of lease production to a
ceniral accumulation or treatment peint
on the lease, unit, or communitized ares,
or 10 a central accurnulation or
treatment point off the leass, unit, or
communitized area {if authorixed by the
BLM or MMS operations authority). In
most instances, gathering ia a cost of
production or marketing for which MMS
will not grant any deduction.

Gross Proceecr—Twenty-tight
respondents commented on the
dalinition of “grosa proceeds”==22 from
industry, 4 from states, 1 from &n Indien
tribe, and 1 from a State/tribal
association. Of the 28, 2 endorsed the
proposed definition as published, 2
recommended changes to clarify or
expand the scope of the deflnition, and
24 objected 1o it for various reasons, The
main objection was that the definltion
appears to include consideration
unrelated to the value of produation,

One State ngnd with the languags of
tha proposed definition and supported
its endorsemant as follows: “Sucha
definition must be all inclusive, Any
exceptions would only serve as
precedents for carving more sxceptions,
and invite creative accounting
mechanisms aimed at escaping toyalty
obligations.™

One Indian commenter recommended
replacing the word “entitled” with the
phrase “accrued ot accruing to” while
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anather State commenter supported
relaining the word “antiied” becavas it
conlirms tha lessse’s “obligation to act
In the best interssts of the leasor.” This
same commenter, however, pointed out
“In the Purpose and Background
stelement, MMS states that it {s the
inten! of the regulations to include a»
royalty all of the benefila accrulng, or
that could accrue, to the lesses,
Howaver, the ectual definition of gross
proceeds does not encompeass all
polential benetits. For example, a leasen
may accept a lower price for ite
praduction from a Federal leaae for the
opportunity to sell to the particular
purchaset its production from other
lesses. Despite the difficulties of
attributing a value to such an
opportunity, it ls a benefit accruing to
the lesses under its sales contract, The
language of the definition, however,
suggesta that "groas proceeds’ only
encompesses consldaration that has
been stated in dollar terms, Thus, it
technically does not Include all of the
benefits that could mccrue under & sales
contract,”

A majority of those commenters that
objected to the proposed definition
expressed the same basic arguments in
support of their position. Several
industry commentears argued that the
proposed definition contains language
which is too expanalve, claiming that
the word “entitled” injects uncertainty
and subjectivity into valuation.
Additionally, this term ls considered
objectionable by some because, as one
commenter staled, “the intent of
‘entitled’ is not clearly undentood, nor
is it a clearly defined legal term. Lessees
cannot know how elther they or MMS
suditore will, or should, apply the
‘entitled’ concept.” They recommend
deleling this term and abandoning the
underlylng concep? altogether.

A lew industry commenlars suggested
that the proposed definition does not
conform to the terma of Federal and
Indian ol and gas leasas nor the
statutes under which they were {3sued.
They argue that the present definition
“attempls 1o collect royalty on
conslderation received by the lessee
{for] other than production saved,
removed, or sold from tha lease” and
that it seeks o redafine "value" to
include income or credits which are
unrelated to such production.

Other industry commenters agresd
with this overall approach, especially as
it ralates to reimbursements for
"production costs” and "post-production
costs.” Ona commenter addressad this
point at length: *This definition must he
changed ta limit the royalty to the value
of the production at the Jease. Tha
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current expensive definition allows
MMS to reach Tar beyond that value ta
confiscate the value added by post-
production activities, The MMS has
misrexd the The California Co. v, Udall
decision 1o require the lessee to do much
mote then plece productionina
marketable condition. If production
could be aold at & leasa but the lesses
determines to enhance the value by
retaining control and further processing
it, the value added or reimbursements
for tha costs of such further handling are
not sppropriate for considaration in the
value of the prodact for royalty
purposes.”

Many of the industry commenters
objected to the “laundry list" of services
they aaserted are unrelated to
production being Included as part of
“gross proceeds.” Cne industry
commenter urxd MMS to adopt
language which would apecifically allow
a variety of costs to be deducted from
gross proceeds in order to arrive at the
value of production,

A lew induatry commenters concludad
that the definition, in its present form, is
inconsistent with industry practice and
not responsive to the “interaction of
market forces.™

One industry commenter noted that
“some of the items specifically identified
as subject to royalty under the gross
proceada concept ate the subject of
ongoing litigation and the MMS ahould
not preempt judicial decision through
regulation.”

One State commenter asserted that
the definition I only necessary as a
determinant of minimum valuas and, in
this sense, should be as expansive as
possible, This commenter suggesied that
“the words ‘but is not limited to' need to
ba added after the words ‘gros
proceeds, as applied to oll alag
includes.' " This language was thought
to be needed becaunss thers is "no
reason 1o restrict the term gross

roceeds to encompass only those items
[sted.” Furthermore, this commanter is
concerned that the present language will
“restrict the Secrotary's authority to
react if diffarant types of sales
arrangements arise in the future®

Anaother industry commenier asseried
that there are “serlous ambiguities and
inconalstencles” {n tha dafinjtion of
gross proceeds “at related o
transportation deductions Imposed hx
oll purchasers. Thess amhlguTUu an
Inconsistencles could be interpretad to
preclude the use of & market-based
value for royaity il whare ofl
purchasers in the arex deduct actual
l:;mportnllon costs {rom thait posted
p ce"ﬁi
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Alarge number of indus
commenters recommended that MM3
adopt the definition propesed by the
RMAC Oil Valeation Panel which reads
as follows: “Groas praceeda {for royalty
payment purposes) means the
consideration acerued to the lessea for

duction removed or sold from
'sdoral, Tribal, or Indian allotted lsase.”

MMS Response: MMS has adopled a
definition which is modified slightly
from that proposal for purposes of
clarification. MMS has retained the
intent of the propased ianguage because
gross procesds to which a lessee is
“antitled” means those prices and/or
benelila o which ft {s legally entitled
under the terms of the contract. If a
leases fails to take proper or timely
action to receive prices or benefils to
which 1t is entitled under the contract, it
must pay reyalty at a value based upen
that legally obtainable price or benefit,
unless the contract Is amended or
revized. As is discussed maore fully
below, grots under arm's-
length contracts are a principal
determinant of value. MOMS cannot
adopt that atandard and then not require
lessees to pay royalties in eccordance
with the express terms of thosa
contracts, (See § 208.102(}}). It is MMS's
intent that the definition be expansive to
include all consideration flowing from
the buyet 1o the seller for the oil,
whather that consideration is in the form
of money or any other form of value,
Lessees cannot avold their royalty
obligations by keaping » part of thelr
agreement cutside the four corners of
tha contract.

The so-called “laundry list" of
services are all benefits that a laases
mey ba legally entitled to under the
terms of the contract and ars considered
part of the value for the production from
the lease, Costs of production and
placing production in marketable
condition are {with a few exceptions
addreased later in this preamble)
consldered services that the Tosses is
obligated to perform at no coat o the
Federal Govarnment or Indian lessor,

Indian Tribe--MMS has corrected tha

ographical errar in the proposed
slinition and has replaced the word
“state” with the worda “tnited Etates”

Lease—Only one Indisn respondant
commented on this deflinition. The
comment focused on the following isaue:
“Inclusion of any contract, profit-sharing
arrangement, joint venture, or other
agresment in the term Teass’ as opposed
te a more standardized Butaau of Indlan
Affalcs (BIA) form lease may cause
confuston, Most jolnt vantures and
profitahating arrangements contain
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explicit provisions on payment of
expenses and division of revenuss.”

MMS Response: Contracta, profit.
sharing arrangements, and joint
ventures are all examplex of types of
valid \zases alceady In existence, All
specily royelly provisions, some more
detailed than others. Nonetheless, they
all qualify under the definition of
“lease." Therefore, MMS has reteined
the proposed dafinition in the finsl ruls.

Lessee—The proposed definition of
“lessce™ generated comnments from 13
different respondenta—12 from Indusiry
and 1 from a State, By far the most
signilican! lssue ralsed Is that the
proposed definition is inconsistent with
the statutery dafinition of *lessea” lound

in the Federal O{l and Gas Royalty
Manageman!t Act of 1982 [FOGRMA),
The proposed definition uses the phrase
“or any person who has assumed an
obligation” whereas the language in
FOGRMA uses the word “assigned™ in
place of the word “asaumed." The
commenters argued that MMS's use of
the ward “assumed" expands the
definition beyond the infent of Congress
and "secks to invalidate the lease
provisions with respect to royalty
psyment * * *** They further asserted
that there is o reason to redefine the
term and recommended using the
definttion found in FOGRMA at section
3(7). 30 U.S.C. 1702(7).

Two induslry commenters suggested
that the definition be narrowed to
“exclude persons who have assumed an
obligation to make royalty and other
payments required by the lease.” Their
argument focused on the difference in
responsibilities betwaen lesseas and
payors: "The peyor ia not necessarily a
lessee and should not be definad as ane.
A leasee is bound by the terms of a
lease agreement while a payaor is not.”

Two industry commeniers suggesled
that the definition as provided in
FOGRMA should be revised for the
purposes of these regulations for the
sake of clarity.

The State commenter objected to the
proposed definition because it has the
effect of spreading "the reporting end
payment responsibility among numerous
parties. With each of these parties
reporting and paying separately, no
single party has the responsibility to
insure that 100 percent of all production
iz reparted and 100 percent of the
royaliies are paid.”

MMS Response: The MMS agrees
with the comments regarding
consislency with the deflnition found in
FOGRMA and, therefore, has replaced
the word “assumed" whh the word
“aesigned.” The tarm “atsigned,” as
used in this Part, {5 restricted lo the
assignment of an obligation to make
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royalty or other payments required by
the lm n tl: in no mﬁ ralated u‘:h lesse
“assignments” spproved through the
MM3, BLM, or BIA.

Load Qii~=Twa comments were
recelved on this proposed definition—
one from a Stals and one from industry.
The industry commenter suggeatad that
;hiel word “fus]” bedaidded as no};:!? :'n }1}10

ollowing proposed Janguage: * o
mean: any olfw}dch has been nsed with
respect to the oparation of oll or gas
wells for fuel, stimulation, workover,
chemical treatment, production or such
o]ther Jpurposes as the operator may
elect.

The State commenter recommended
delating the phrasa “as the operator may
elect” from the definition because: -
There {s no reason to institutionalizs, in
an enforceable regulatory form, a
etendard of leysee discretion”

MMS Response: Load oil s
distinguished by MMS as oll used for the
purposes of lﬁmulldn&pmducﬁon
through injection into the wellbare,
Using oil for the purposes of enhancing
the value of, or otherwise treating, lsase
production at the surface s not
considered “load oil.” Thus, oil uted as
fuel is not load oil, Also, in order to
eliminate confusion, MMS has delated
the phrase “ar such cther purposes as
the operator may elect.”

Marketable Condition—=Thres
tespondents commented on this
definition— one from industry, one from
a Federal agency, and one from a Siate.
The State commenter addressed the
following concerns: *Tha definition
states that product will be deamed
marketable if it i3 in a condition tha!
will be accepted by & purchaser under &
sales contract typical for the flald ot
area.’ Such contracts, now or in the
future, may pravide that the purchaser
bear the costs of the treatment
necessary to place products in a
marketable condition. Under the
definition, as written, therefors, thers
would be a theoretical market for
untrealed product, and MMS would lose
the benefit of the Increased valus
aettributable to requiring the lessee to
perform the necessary conditioning.

“An additional problem exists
because of the difficulty of determining
what is ‘typical’ for the field or ares,
‘Thia {s because of the sama
informational difficulties that dizable
MMS from adequately applying the
majority portion analysis, Without full
access 1o the range of salm
arrengements that may exist fop
froducUan in a given area, MMS will be
orced tg rely on jessee-selected
documentation in order 1o determine
what type of conditioning is typlcal' for

the area.”
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MMS Rasponse: The MMS belleves it

i:ﬁ?hly unlikely that the of} industry

d change the quality requirements
for oll sales to avold paying royallies on
ronrecoversble marketing costs. If such
an arrangement occurred, MMS would
then need to delermine i the
arrangemant i an attempt o avold
paying royalties on the merket value of
the oil, or & contract fo not only
purchase the oil, but to place it in
markelable condition as wall. In either
case, the costs for placing the product in
marketsble condition would not by an
sllowable deduction from the velue for
royalty purposes. (Ses § 200.102(1)(1).)

Net-back method-—=Dns lndustrg
respandent and two Etate respondents
commented on the propesed defintion.
The two States objected 1o the proposed
definition and the industry commenters
recommended adding cl
language. The following discussion
oullines the position of the two State
commenters that found the proposed
definition cbjectionable: “Briefly, our
objections are twolold: 1. Net-back ia a
useful method to independently cross.
check lessee declared values, and thus
its use should not be yestricted to those
situations in which the ‘first’ sals,
}nmfer. or usy s downsiream from the

aa3e.

“Second, net-back should be allowed
from any reasonable point at which &
valua can be ascribed to the product.
There is no guarantea that the “initial
sales point’ or ‘first alternate point’ will
exhibit the open market conditions
tasential for atiribution of a true value
for the produfcts. e del

“Wae therefors propose the following
alternate definition: Net-back method
means a procedure for valuing or
verilying prices assigned to lease
products or for independent croas
checking of the validity of the gross
proceeds of lease products or of prices
posted or paid in a field or area, The

rocedure involves calculating back

m any downatream point at which

values for such products reasonably ead
{uirig can be derived, In applying the
net-back, consideration will be given to
the reasonable costs of processing and
transportation trom the producing lease,
unit or communitited aren to arrive at a
valus for the products at the lease.”

The industry commentar
{ecommer‘l:deddtﬁ}lm; the tl{ollowing 4

anguage be added to the propoas
definition: “in net back ougour:t;on the
alternate point used for value
detarmination shall be the point which
{s the closest point to the Jease at which
a price for similar lease products can be
established by altsrnate meana, Such
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alternate means may include posted
prices or published spot market prices.”

MMS Response: Upon review, MM3S
determined that the proposed definition
of hat-back was oo broad—it applied to
any situation whers laase production is
sold al 2 point off the Yease, MMS's
intent is that a net-back method be used
{or valuation primarily where the form
of the lease product has changed, and it
1s necessary 1o stert with the sales
prices of the changed product and
deduct transportation and processing
costs. An example would be whare oil
production from a Federal lezae is used
on leass la generale electricity which s
then sold. If the value of the oil cannot
be determinad thmuﬁh application of the
firat three benchmarks in the regulations
{see § 206.102(c)), then a net-back
method would Involve be with
the sale price of the eleciricity and then
deducting the costs of generation and
transportation, thus working back to a
value at the lease, MMS has revised the
definition so i more clearly applies Yo
this type of situation.

Parson—The MMS recelved a total of
four comments on this definition. One
Indian commenter supporled the
Inclusion of “joint venture™ in the
definition of “person™ while two
industry commenters recommended that
“{oint venture” be deleted. The rationale
these two commenters rely on as the
basis Jor recommending deletion is that
the term "person” is used In the
definition of “arm's-length contract™ and
if "that definition ia not altered as
suggested herein, then inclusion of &
joint venture in the definition of person
will further narrow the definition of
arm’s-length transaction by clouding the
isaue of control and the application of
the deflnition [of] arm's-langth ta other
joint venturer transactions.” Another
industry cotnmenter advocased
replacing the word "firm® with the word
"company” because they believe that, In
this conlext, it would be mora
appropriats,

MMS Responise: Becauss the
definition of arm's-length contract haa
been modified to includae the BLM
“control” language, mos of the
comments on this definition no longer
are relevant. Therefore, MMS will retain
the propased definition of “person”
tntact in the final rule.

Posted price—The proposed dafinition
recelved [our comments, two of which
recommended expanding the definltion
af posted price 1o include the phrase “or
al the specific onshore or offshore
terminal{s) listed in the announcement”
after the words "in the field.,” These
industry commenters stated that thers
are “currently very few ‘field postings,’
rather there are terminal postings" and
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that expansion of the definltion as noted
above would avold confusion in
applying the definition.

Ancther industry tommenter bellaved
that the word “ponted” is outdated and
that some purchasers may not publisha
price bulletin, instead providing price
3uo\aﬁom ot notices to any seller

esiring to do business with the
purchaner,

A State commenter recommended
delating the phrase "net of all
deductions” for the following reasons:
“The net of all deductions’ language
should be deleted. MMS hans proposed &
system of allowances, which aa a
practical matter makes the ‘net of
deduction' language unnecessary for the
purposes of dafining ‘posted ' This
proposal could be Interprated to
inatitutionalize the allowances without a
mechanism of independsnt cross check
by MMS.

“Commonr Industry deductions are for
transportation and conditioning, Yet
thers ars no restrictions upon what a
poster can include as a deduction from
the posted price. Thus MMS must retain
the power to scrutinize such matters,
and add such deductions back inta the
value of the production when
necessary.”

This same commenter bellaved that
the definition is too restrictive: "We also
object to restricting the definition of
posted price to formal price bulletins,
Rather, the definition should be broader
and include both prices posted and
those regularly paid. It Is not unusual for
a buyer to come {nto the market and
offer publicly a price for crude, which is
like a posting bul not necassarily a price
bulletin, Such publicly announced offers
to buy could be at a price higher than
offered In a price bullstin, and are no
less ‘market determined’ than
supposedly are postings In bulletins,
Price bulletins are. generally, only
clreulated by the major compenies and
thus reliance on them may give undue
advantage to the sbility of thosa
compenies lo eatabllsh prices.”

MMS Response; Thea MMS Is
expanding the deflinitlon in the final rule
to include references to onshore and
offshore “terminal postings” and “prica
notices.” For clarification purposes, the
word "condition” replaces the word
“quality” which follows the word
“marketabla” ja the first sentence, The
phrass "net of all adjustiments* hay been
revised to read “net of all adjustments
to.” As used in this definition, the term
“adjustments” refers to deductions from
the price of oil for quality adjustments
such as API gravity and sulfur content,
Adjustments for location also may be
taken into account whete appropriate.
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Process!, 3 has addeda
definltion of “processing” as gny

cess designed 10 remave elements or
f:'.flpmd. I&fdmwbon and

nonhydrocatbon) from gas, including
absorption, adsorption, or refrigeration.
Flald processes such as natural pressure
reduction, mechanical separation,
heating, cooling, dshydration, and
compreszion are not considered
processing. Under this definition, the
changing of pressures and/or
{emparatures In & reservolr is not
considered processing.

Section 208.202 Valuation standards.

Section 208.102(a) sets the basic
standard that the value for royalty
purposes will be the value of the ofl
determined t to this section less
applicabls allowances. One Stata
oil;ma?.:er remnﬁmeblnded that the y
phrase “less applicable transportation
allowancas” be dalated because it ia
unnecessary, confusing, and because it
implies that the lasses can deduct the
transportation allowance from the value
received and report the resultant
reduced value as & single line item.

MMS Response: Tha regulation as
adopted refers to “applicablea™
allowances, which includes both
transportation allowances and the
Umited allowances provided by
§ 208.102(i)(2) of the final rule. It does
not imply that any and all costs can be
deducted. Also, it refers to “this
Subpart” which includes § 208.108. That
section provides complete detaila
regarding transportation allowances.
Therefore, this suggestion was not
adopted,

Two Indien commenters
recommended that the pmsrafh be
modifiad by {1) delsiing any refarenca (o
the transportation allowances because
they are improper {or Indian leases, and
{2) adding the phrase “in marketabla
condition.”

MMS Response: Transportation
allowances are allowable under most
Indian leases. It has bsen MMS's
practica to grant such allowances, If an
Indian lesss reatricts such allowsnces,
then the lease terms will govern,

The MM3 doas not agres that the
hrase "in marketable condition" should
o inserted prior to the word

“determined.” Saction muozii) requires
that oll be placed in marketable
condition at no cost {o the Jessor. Thus,
becanse § 200.102(s) pravides that value
be “datermined pursuant to this
section,” the marketabllity requirement
already is included.

The MMS {3 including in tha fina) rule
anew pmgra;ih {a)(2} which states that
for any Indian leases which provide that
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the Sccrelary may conaldar the highest
price paid or olfered for a major portion
of production (mejor portion) in
determining vajue [or royalty purposes,
MMS wiil, where data are available and
where il {s practicable, compare the
value determined in accordance with
the prescribed wandards with the muioc
portion. The rule provides that the value
for royalty purposes generally will ba
binscd upon the higher of thoss iwo
vonlues. However, i{f MMS determines
that the major portion resulta in an
unreasonably high value, then 1t will not
e used for royalty purposes. This could
happen, for example, in a falling market
where a seller under an arm's-length
contract hes the price lowered. If that
price is truly the result of an arm's-
length process and ia lower than the
major portion, MMS could conclude that
the arm's-length price is the highest
reasonable value for royalty purposes.

The MMS is &lso including in
paragraph (2) a description of how the
major portion is computed. It will be
determined using like-quality oil. The
production will be arrayed from highest
price to lowest price (at the bottom). The
major portion is that price at which 50
percent {by volume) plus one berre! of
the oll (starting from the bottom up) s
soid.

The MMS believes that for these
Indian leases, by comparing the major
portion to values determined using
arm's-length contract pricea or the
benchmarks for non-arm's-length
conlracts, and generzlly using the higher
of the two, the Indians will be receiving
royallies In accordance with their
contract with the lessee,

Section 206.102(b} provides tha
valuation procedure for valuing oll sold
pursuanl to arm's-length contracts.
Many comments were received
reparding Lhe concept of valuing oil on
the basis of gross proceeds received
under an arm's-length contract, They
were about equally divided in number
as 1o those {n favor and those opposed.

Seven Stata, seven Indian, and one
State/Indian association disagreed with
the concept of valuing ofl on the basis of
gross proceeda received under an arm's-
length contract. The commenters
contend that, historically, gross
procceds has been regarded as a
minimum value and that it has long been
rzcognized that a market value clause in
a lease "is distinctly and substantiaily
different from a groes proceeds clause.”
They were concerned that the concept
establishes an industry honor system.
Also, concern was expressed that the
propoaed regulalions be consiatent with
the provisiona of the Indian Jease
agraemenl, and they questioned whathar
the proposed regulation permits the
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Secretary 1o dlscharge his/her
responsibilities to the Indian lessors,
These commenters maintained that
whether an arm's-length Lransaction
ylelds markst value depends upon the
definition of arm's-length contract.

Two State and two Indlan
commenters expressed concern that the
proposed regulations will
inatitutionalize an Industry *honar
system” for valuation of Federal royalty
production. The commenters statad that
the rules provide no mechaniam for
indspendent oversight and cross-check
of lesses declarations of value and
impose such impossible Information
burdens on government that they can
only result in total reliance on lessee-

enerated information. They stated
urther that whether an arm's-length
transaction K::lld. market values depends
upon the definition of "arm's-length”
and whether independent price checks
confirm the receipt of procseds.

The colmmenterl pointed out that
many sales arrangements may appear to
be arm's-length on the surface, but in
actuality the producers are “captive
thippers” subject to forced sale and the
producer's take-{t-or-lsave-it price, This
scenario ls stated to be contrary to the
common legal understanding of an
arm's-length market-determined price.
The commenters noted that MMS's
definition of "arm's-length” does not
even contain the minimum acceptable
requirements, in a legal sense, necessary
to assure that such contracts are, in fact,
arm's-length. They argue that the use of
an arm's-length/gross proceeds
valualion method requires that such
matters as open-market conditions and
tha relationships between pariies,
bayond mers affiliation, be investigated.
Also, the commenters stated that MMS
does not confine arm's-length to thosa
contracts that involve only the
consideration for the sala of lease
products. Coupled with the propossd
definition of gross proceeds, the
commenters believe "this allows lessees
the opportunity to manipulate the prices
received for thelr production from a
Federal lease by accepting a lower price
in order to sell production from other
non-Federal [eases, passibly at a more
profitable price.”

MMS Response: The purpose of theas
regulations is to determine the
reasonable market value of a
commodity and use that value for
royslty computation purposes, The
market value Is best determined from
the interaction of competing market
forces, and an arm's-length contract
price is the product of market forces at
work. Accordingly, MMS will generally
accept the gross proceeds received
unde? an arm's-length contract as the
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proper value for royalty computation
purposes. Tha usual lease provisions do
not preclude tha acceptance of gross
proceeds under an arm's-length contract
as tha proper value. In fact, most Indian
ieases exprassly provide that the
lessee’s proceeds may be considered by
the Secretary to be conclusive evidence
of Lhe value of production. As discussed
abovs, for mnng Indian Jeases, MMS
will also conalder the major portion in
dstermining the royaity value,

The MMS has added a provision to
the final rule which provides that MMS
will determine during audits whather the
lossea’s contract reflects all the
consideration transferred aither directly
or Indirectly from tha buyer to the seller
for the ofl, or whether there may be
factors which would caues the contract
not to be arm's-length. MMS recognizes
that some parties may have multiple
contracts with one ancther, This {ect
alone would not cause a contract to be
considered non-arm’s-length. Rather,
there must be some indication that the
contract in question does not reflect the
full agresment between the parties.

The MMS also has added a new
§ 208.102{b)(2) which provides that MMS
mey require a lessee to certify that its
arm's-length contract provisions include
all of the consideration to be paid by the
buyer for the ofl.

Ons Indian commenter suggested that
the lesses should certify that this is the
highest price he could have recelved for
that ol at the Yime of the sale, The same
commenter also noted that MMS's
regulations, at a minimum, must be
consistent with the language of ths
Indian Jeases. Other Indlan commenters
stated that the concept of basing royalty
on gross proceeds received under an
arm's-length contract is not in accord
with the responsibilities of the
Secretary. Onea of thesa commenters
atated that "the leass and regulations
provide that that value be determined,
not gross proceeds. Gross proceeds Is
marely evidence of such velue,
Acceptance of gross procesds as
conclustve tvidence of valae is an
abrogation of the Secretary's fiduclary
duties, especially if the previous MMS

ractice of accepling reports from
astees without scrutiny continues.”

MMS Raspense: The MMS belleves
that the regulations as adoptad, with the
changes discussed earlier will parmit the
Secretary to diachargs his/her
responsibilities properly,

One State commenter objected to the
phrase “monitoring, review and audit"
or similar phrases which appear
throughout the proposed regulations
because it suggeats that the terms listed
ars synonymous. An MMS review or
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reconciliation Ia not the same as a full
audit. The commenter suggested that the
Iollowhﬁ paragraph be added:

“( ) Nolwithstanding any provision
in theve regulations 10 the contrary, no
review, reconciliation, monitoring or
other like proceas that resuits in a
redetormination by MMS of value undar
thia section shall be consldered final or
blnding et egainst the Federal
Governmenl, its beneficlaties, the Indian
Tribes or allottees until after fell audit.”

Also, the commenter suggested that
the words “leasa terma, of relevant
alatytes” need to be added after the
words "requirements of theas
regulatlons™ in proposed §3 208.102 (b)
and (d}{1}, for purposes of clarification
and precision.

MMS Response: Tha suggested
additional paragraph language has been
included in the {inal rule a3 § 208,102(k)
with minor modifications. This
paragraph reflects MMS's longstanding
view that & valua determination based
on {imited reviaw does not estop the
MMS from redelermining that value
untii an audit has been completed and
the audit perlod formally closed. The
phrass "leass lerms, or relevant
atatutes” has not been addad to
§ 206,102(b) because thers {s a proviaion
in the regulations that in the avent of
conflict the lease terms govern.
Likewise, all parsons are subject to
siatulory requirements.

Two suggestions were mads regarding
the establishment of a fioor value. One
Indian commentar objected to the
proposed regulations becauas they ** * *
would permit MMS (o rely upon an
industry honot system for valuation of
Federal royalty produgtion.” However, if
MMS's proposed valuatlon approach is

to be sdogied. they suggested that
§ 206.102{b) be revissd to read as
follows:

"The value of il which I 20ld
pursuant 10 a contract shall be the gross
proceeds accruing, or which could
accrue to the leases, provided that such
proceeds do not fall more than 10
percont below tha greater of the higheat
price pald or posted [or aimilar ofl in the
same fleld or area. If yuch proceeds do
fall more than 10 percent of such prices,
tha vajue of ofl in that case shall be 10
parcent below the greater of tha highest
price paid or posted for almilar oil in the
same fleld or area.” (¢ way stated that
this a fproach will permit MMS to have
a uniform and administratively simple
benchmark lo astablish markst value,
rather than “evaluating each contract on
& case-by-case basis in light of the many

osaible indicia of a sale at lass than
ajr market velua * * *"

Another lndlan commentar atated
that: "The proposed regulations would
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allow substantial manipulation and
undervaluation of the royalty amount,
Most centrally, It is unacceptabls to
allow lessees to use contract prices as
the royalty valus without adequate
asfeguards 1o assure a fair valuation for
the public § resources. At a minimum,
only prices under genuine arm's-length
contracts should be acceptable for
royelty purposes. The proposed
regulations would allow collualve
contracts lo qualify as ‘arm’s-length
contracts.' " It was aleo stated that if
MMS ramains intent upon accepting
royalty on the basis of what the
commenter considers (o be below-value
contract prices, “we that MMS at
least impose a floor value, such as 50
percent of the value of production &
determined under the ‘value' griteria
applicable 10 oll not sold under arm's-
length contracts,”"

MMS Responge: Tha MMS eneullir
does nat belleve that astablishment ot a
“flear value” (other than gross proceeds)
{s wppropriate becauss it could repult in
royalty being assessed on & value
greater than the lesses received under
an acceptable arra's-langth contract.
Whers an arm's-4 contract opetates
1o aat the price at which the leases can
nell the production, that contract
likewiss ghould set the royalty valuein
mos! ciccumstances. However, under the
leass and the regulations, MMS has the
authority to altaflhh value for royalty
rurpous and will do s0 for nen-arm’s-
ength contracts whaere it is justified,
even if such value Js higher than the
gross pruceeds received by the jessee.
Also, as axplained above, for many
Indian leases, because of the specific
lease tarms, MMS will compare values
determined using arm's-length contraci
prices with the highest price paid for a
major portion of production, and
generally use the higher of the two,

One Indian commaenter raised the
question of what *which could accrus"
means and also pointed out that if the
value of oll is to be based on grou
proceeds, the regulations need to ba
mora precise in steting which grase
proceads ars lo be used,

MMS Responss: The regulations
include a detailed definition of the term
“gross proceeds.” The MMS beliavea tha
delinition is daquate, MMS has deleted
the phrase “or which could acorus from
iha final rule,

Eleven industry, one Federal agency,
and one individual commentar :gpmvad
of the concept of valuing ail an the basis
aof gross proceeds received under an
arm's-length contruct. Basic reasons for
approval ware staled in one comment as
follows: “This standard ia fair and
reasonable; it will promots necessary
certainty and conaistency for the lessor
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and lesses alike; it s based on the lease
Imcfunza: it {s administratively feanible;
and it relian on an ohisctive valuation
mechanism—the market. It is
appropriate in arm's-length altuationa
because both the buyer and the aeller
have agread to be bound by the best
price each thought it could gat for the
duration of the contract. In such
circurnatanices the royalty cwner's
Interest in securing fair market value is
protected by the arm's-length nature of
the transaction” The 11 industry
commenters als0 objectad to vae of the
ﬁ!:.nu “or which could accrue™ in the
t sentence. This objection can best

be summarized in the following
comment; "Use of the phrase creales
uncertainty and lub)eclhrll{ and should
not be implemented in teguiations which
must have certainty as a foundation.”
Industry coinmenters statsd that [t s
unfair for the Jessor to detarmine after
the fact that proceeds “could be
accrued.” Also, ane of thess commenters
noted that lessees act in & compstitive
market and “in the absence of fraud,
cannot fairly be held to a poet hoc
dstermination that proceeds could hava
accrued.” One of thess commenters
summarized as follows: "In sum, the
rropond definition of ‘gross proceeds’
s In need of substantial revision. The
MMS should modify it to include only
thoze monies actually received for the
sals of production. Other regulations
which would require payment of
royalties on phantom proceeds should
also be amended accordingly.”

MMS Response: The MMS belisves
that gross proceeds under an arm's-
length contract gensrally constitutes the
market value of & commodity. This doas
not preclude MMS from establishing a
value whare nacessary; e.g., the contract
doed ot mest MMS's standards for an
arm's-length contract or the isese
;inemlnl requires a diffarent value,

& phrase, “or which could accrue,” is
delsted Hrom the inal rule, As noted
sbove, meny commenters thought that
this phrase would allow MMS to second
gues the price which the lessge agreed
to in its arm's-length contract by arguing
that cther peraons sailing ofl may have
recaived highar price L, THOTS
rroceeda “could have accrued” to the
aspee. This was not MMS's gurpou in
including the “ot which could acerue”
language in the propossd rule. Rather,
MMS's intent s ta enaure that royalties
are pald on the full amount to which the
leasee is entitled under its contract, not
just on the amount of money it may
actually recelve from ity purchaser.
Howaver, MMS i satiafied that the
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consideration 1o which the lessea is
entitled under its conlract, not
necessarily just what It receivas from
the buyer. Therefore, the *or which
could accrue™ phease was unnecessary,
Because it caused confusion as to
MMS's inlent, jt was deleted [rom the
lnal rule.

Many comments were received
regurding the proposed benchmark
system in § 208.102{c). They were about
cqually divided in number as 1o those in
faver and those opposed.

Seven Stales, eight Indlans, and cne
Stale/lndian association objected lo the
proposed benchmark system. Most of
these commentera supported highest
posled prices using the net-back
procedure as verification. One of their
objections to the benchmark syatem is
that the proposed methodologles are
unworkable and provide no reasonable
method of verification. Another
objeclion is tha! the proposed system
would impair ef{fectiva oversight and
reduce royaltles. Also, these objectors
state tha! in their view the proposed
procedures would severely burden the
audit program and. as a practical matier,
would preclude adequate verification of
the "lessee’s declrrations.” In addition,
they stated that tus vse of the nat-back
procedure Is unduly restricted, and. to
the contrary, should be used frequently
for independent verilication. They
believe that mora readily verifiable
methods should ba used to ensure that
fair marke! value is being received.

One of these commenters summarized
a number of objections as follows:
“Historically, groas proceeds haa been
regarded as minimum value; howaver,
the proposed benchmarks appear o be
primarily aimed at converting gross
procecds as the value. Groas proceeds is
not neceasarily fair market valuve,
Published gross proceeds are not alway»
all consideration received, for example,
drilling advances and special equipment
lease sgreements.” Also, ** * * no
mechaniams are provided to crosa-check
* * * valyes reported under tha ficst
three benchmarks; since MMS has taken
the notion that it does not have the
authority to oblain access lo other
arm's-length contracts from producers
not obligated to report to MMS,
comparisons could not be made.” It was
alz0 slated that “The most effective
benchmark. net back calculation, would
never be used because of the prioritized
order of other valuation methods.”

MMS Response: The MMS beliaves
that the proposed benchmark system is
workable and fair. Qbvicusly, for OCS
leases, MMS has access to Informatlon
regarding all posted prices and contracts
{if any). In addition, the majority of
onshore fields with Federal lands are
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comprised of & significant percentage of
such lands (if not the majority) so that
needed price information s readily
available. In many cases, Indlan lands
comprise & significant portion of an ol
fiald. Where necessary, information
lomcuﬂu c;n be obh_lnm)iu frlho:,:lhl
sppropriate State agency.
price and field boundary data are
available for most onshore leases, the
lct&:lnmon of volume data associated
with an arm's-length sale has been
difficult to obtain, Aeoordm:{ll,r. MM8
has added § 208.102{d) which provides
that any Federal or Indian lesses will
make availabls upon request to the
authorized MMS, State and Indian
representativas, and othars, arm's-length
sales and volume data for like-quality
roduction in the fleld or area or nearby
elds or areas, Undoubtedly, there will
be a few cases whers it will be difficult
to obtein needed information, but this is
true of any procedure adopted.

The MMS belizves that in tha vaat
mafority of cases gross
conslihtte market value. In those cases
where this is not trus, MMS will
establish an eppropriate value for
royalty purposes. “Arm's-length” sales
will not be accepted without question.
The MMS will cbtain needed
information lo ascertain that they are
truly arm's-length as defined in the
regulations,

One Indian commenter criticized the
benchmark system as follows: "The
utter failure of MMS to recognixe its
obligation to maximixe tribal royalties {s
evidenced also in the provisions
governing valuations where arm’s-length
contracts do not exist. Each of the three
alternalive methoda require &
determination that the lessee’s sales
price is similar to that for purchases of
significant quantities of like ofl in the
same fleld or area, The MMS, however,
relies on lessee-generated information
for that determination and, moreover,
relies npon the truthfulness of that
information. For example, under
alternative number one, MMS proposes
1o look al the lesses's contempotary
posted prices. Poated prices in the oil
industry. however, are gensrated by the
purchasers and not the sallars. EBither
MMS had madas an error in {ts drafting
or this benchmumlmdy is so ridden
with potential confiicts of interest that it
can not pouiblr be urged as cotisistent
with the federal fiduciary duty to
maximize Indian oil and gas rescurce
returns.”

Another Indian commenter suggested
that the destred goal of certalnty can be
accomplished by use of the highest price
paid method: "MMS' embracement of
the contract price approach in its drive
towards cerlainty {n value can be as
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sasily achieved through the highest price
paid method, It would also encourage
producers when negotiating contracts to
come ap closa to that figure as ioulble
knowing that iy what they will have to
pay the royalty on. The contract sales
approach proposed by MMS does not
encourage obtalning the maximum value
{{)r the lrnmxm by the purchaser
asseel”

MMS Response: In many cases the
lessee, being a purchaser, has published
a posted price bulletin, Poated |prioa
bulletins are generally avallable. In
addition, the lessee must retain all data
which are subfect to audit. From
experience, MMS does not believe that
basing all royaltios on the highest price
in the fiald or area s falr or in the best
inierests of the Federal or Indian lassor.
‘Therafore, such a standard was not
adopted,

One State commmenter noted that the
modifier “contemporaneous” in three of
the sections is vague and undefined,
*For a purchase under a posting or
eo}ilnfct t& be used as an indicl;::i o i
value for the mon! re] t
should relxte to pﬂctlon during the
same reporting period.”

MMS Resporse: MMS has added a
§ 208.102(c}i8) to the final ruls which
deflnes “contemporaneous” as pos
or prices in effact at the time ths royalty
obF!gauon is incurred. In effect, thia
means the postings or contract prices in
effect at the tims ofl is rem sold. or
otherwise dlaposed of In & manner
which results in royalty being due on the
oil.

According to one State commenter, “It
is difficult to eatablish an alternative
systam {o calculate fair market
valus * * *.The MMS should uss the
posted price criteria of the benchmark
system verified by a net-back analysis
to sssure the credibility of posted
prices.”

MMS Response: The MMS believes
that the use of a net-back analysis on a
routina basis to verily oll value ia

impractical and unnecessary.
‘T'wo Indian commentars expreassed
concern about the prioritized benchmark

system. They argued that restricting the
Secrelary's ability to use different
methodalogles in uny ordar the
Becrotarys chooses will tie the
Secretary's hands in dealing with
diffizult situations,

MMS Reasponse: The MMS belisves
that the regulativns adopted will permit
the Secretary to discharge his/her
reaponsibilities to the Tribes and
allottees and will provide certainty in
the valuation process to both the lasaees
and leasors. Although a prioritized
benchmark ayatem doss limit flexibility,
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this drawback Is outweighed by the
benefits of certainty,

Ona State commenter thought thers is
a lack of guldance in adminlatering the
prioritized benchmark syatem, and that
MMS does not indlcate what kind of
evidence will be sufficient to permit an
auditor 10 continue down the list of
benchmarks.

MMS Response: The MMS will
reguire that the lessee make &
reasonable affort ta apply & benchmark
before proceeding to the next. Auditors
must be satisfied that lessee information
Is sufficiently accurate and complete to
implement a benchmark. The addition of
§ 200.1G2(d}, whereby lessees must
provide arm’s-length sales and volume
information, will assist {n the
enforcement of these “comparability”
requirements. It would be lmpoulbfe for
MMS to attempt to implement a
procedure where government has to
make all the decisions, Such a procadure
would impose a \remendous
administrative burdan which would be
very costly,

Three industry and two State
commenters expressed concern
regarding the lack of an adequate
delinition of the terms “llgn?ﬂcnnt
quantilies” and “field or area”, and the
administrative problema that will result
therefrom. One state commenter stated
that the term "significant quantities” i2
vague and undelined, An industry
commenter recommended that the term
“significant quantities” be deleted
because [1) posted prices in an open
marketplace "are for no pther purposs
than determining market value”, and (2}
the lessee has no way of knowing the
quantity of valumes purchased by other
purchasers in the srea.

MMS Responae: As was discussed in
the preamble 1o the proposed rules (52
FR 1858, January 15, 1687), the term
“signiflcant quanltilies” is variable
depending on the sales volumes from the
field and the volume of preduction.
What constitules significant production
from an onshors field may not be
significant for an OCS fleld. Therefore,
"significant quantities™ will vary case-
by-case.

One Indian commenter stated that
“* * * many poated prices are artificially
low because there is low demand, but
there is atill a threshold low amount
where & compeany will purchase more
than their demand” and recommended
that ** * * the totality of the
circumstances should be utilized (and
set forth in the regulations), including
spol markels, highest posted prices, and
1o same extent, posting for similar oil in
othar flelds.”

MMS Responss: The current
regulatlons, which are belng revised in
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response to heavy criticlsm, st the
various criteria with no specific priority,
The purpos# of the berichmark system is
to provide all concerned with a
reasonable degres of certainty asto
criteria to be uaed in valuing ofl,

One Induatry commenter stated that
the prioritized benchmark system
“Imposes a prejudicial valuation on an
alfillated lessee” Hecansn a nonafiiiale
recelving the same price as an affillata
would pay or actual proceesds recelvad,
whereas the affillate may have to pey a
higher royalty under, for example,
banchmark § 206.102{c){(2), The
recommendation was made that “* * *
the first applicable of the following
subsections * * * language in
§ 200.102{c) be replaced with "* * ® any
ol tha }psllcnblc subections,”

MMS Response: Tha situation
described could occur. However, MMS
believes that, generally, posted ptices
for like-quality oil in the szme field or
area will be comparabla. Thua, thers
likely will ba litile or no disparity in the
values in most situations.

Fourteen indusiry commenters, one
Federal agency, and one individual
approved of the proposed benchmark
system, One Industry commenter stated
that they *“* * * strongly support the
adoption of clear and consistent
standards of valuation for royalty oll
based upon the trus value of the
preduci—the price received in the
marketplace for the sale of that oil. The
valuation proposal * * * rec es the
interaction of competing market forces
and recognizes that a saller of ofl will
normally negotiate the best deal it can
ta further (ta own Interests, The use of o
piice that is generally available 1o all
sallers is a much mors reasonable
approach to the datermination of
“value” for a given supply of oll than the
srbitrary selection of a price that one
seller may have received under
circumstances that do not include all
sellers, Whers an arn's-length contract
does not exist, the benchmark system of
valuation parmits an objective
Emcedure for arriving at the valuation

ased upon posted prices which have
been tha baasts for sales of oll for many
years.” Another induatry commenter
supporied both the banchmarks and
thelr prioritization bacause hath will
add cartainty to valuation
detarminatiann. Aleg, the wie of the
lessee's contemporaneous posting will
provide a “benchmark valuation for
many major producers.” Ona industry
commenter noted that *This ordering of
the banchmarks {3 the result of
extensive public comment which
showed that, for valuation of oll, posted
prices should ba maved closer la the top
of the hierarchy inaofar as posted prices
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account for the vast majority of oil
transactions.”

MMS Razponse: The MMS believes
that the preposed benchmark system is
a vaild and realistic system lor
determining the value ef oll not sold
pursuant to an arm's-length conlract.
The benchmarks are primarily based on
gomd prices which are the normal

asls for oll sales and which reflect the
price of oil in a free and open market.
Posted price Information for significant
quantities of Hke-quality ofl sold from &
fleld or area will normally be avallable.
The addition of § 208,202{d) will permit
necessary information on arm's-length
sales to be obtained, In other situationa,
the benchmarks provide for use of spot
sale prices, net-back, or any other
reasonable method,

Ona industry commanter noted that
most, if not &ll, posted prices are prices
posted by a purchasing, marketing, or
{ransporting entity, some of which may
hava producing lessee alfiliates,
"However, taken literally, there will not
be a /essee’s posted price.”

MMS Responge: MMS has edded &
new § 200.102(c){6) which defines lessew,
for purposes of this section, a8 including
s designated purchasing agent,

One State commenter noted that
proposed £ 208.102(c){1) fails to
anticipats that a lsssee could maks
purchases at different postings within
the same reporting period end suggests
that, in such a case, “the voluma
weightad average would seem to be
appropristely spacified, because it could
be easily computed by the payor and
would be (ess suzceptible to
manlpulatlon by the payor.”

MMS Responge: The MM8S caoncurs
with thls changa and has Included
languaga to implemant it in
§ 206,102{c){1).

Onse Indlan commenter stated that the
use of this benchmark
{contemporansous posted gﬂcun] rather
than the mejor portion analysis
provided for In axisting ofl and gas
regulations represents a breach of the
Sacratary's truat obligatlona.

MMS Responss: The MMS believes
that the regulations as adopted will
Eermlt the Becratary to discharge his/

er raspanslbilities, Major-portion
analysis will be used under the final
regulations, whese appropriate.

One industry commenter
recommended that paragraph (c)(2) be
modifled by adding the phrase “known
to the lesses” after the word “prices” so
that the {irst part of the sentence would
read, “The arithmetic average of
contemporaneous posted prices, known
to the lessee, used in arm's-length
{rensactions * * *."
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MMS Responze: This suggestion was
not adoptad because it resulls in too
grent a dogree of subjectivity,

Ona industry commenter mppomd
the use of “arithmatic average™ as &
benchmark, but suggosted that there
~hould either be an agreemerit between
the lekseos and MMS as to which
gompaniss' postings are to be ueed, or
that MMS publish = liat of the
companies whose poslings may be used
10 calenlate an arithmetio average. It

it oyl that In the case of Sauth
' ajrinna (used for affuhore) there are

i 'an4t one doxen companies that post
oll prizes and thete could be prics

‘ l-:m?m in ane month on different dates
v all of the companies,

MAMS Reaponse The MMS may
detide, upon request, on the baals of an
indlividual cane, to deslgnate postings to
be used in caloutating an atithmetic
average, 1l is nol conaidersd practical to
do this continuously.

Three Indlan commanters objected to
the use of “arithmelic average" snd
recommended that a “welghted
avarage” be used {nstead. Another
commaenter atated that use of
“nrithmetic average will not ylald & trus
market value bacause tha lessea Is glven
tha opportunily 1o manipulate prices b
na}\lna some oll at sxiremely depress
prices."

MMS Rezponae: Paragraph [c)(2)
raquires conalderation of pastings of
persons other than the lesses. Although
the poatings are evailable to the lasses
and to MMS3, volumes often are not.
Thus, requiring n weight wtrlfing of
third party data is not practical,

To maka this banchmark "more
workable and adminlstratively feasible”
one industry commenter recommended
using the average of all poalings of the
relovant typa of oll In en aren,

MMS Response: The MMB has found
that poslings do not always indicale s
purchaser's willingneas lo buy, :
Therefore. nny average which includes
wll postings may become skewed
becauzo of posted prices which are not
marke! reaponsive. Pursuant to
§ 200.102{c) (1), {2), and {3}, there must
lie significant quantitien of oll sold
hefore a pasting ot contract price can be
nveraged in,

One industry commanter
recommendad that paragraph {g}(3) be
mutlilied by adding the phrass “known
Lo the lonnce" afler the word
“contracts”, und by roPho!n] the phrase
“pren of neurby areas” with the phrase
“leld or area™ for reascns of
“clarifloation.”

MMS Response: The addition of the
phrans “known te the lesses" was not
adopled because [t would result in
inseriing too groal a dogres of

5004999 COMT(MX14-AUO-17-14:40:1))

aubjectivity, The term *field ot area®
was not adopted bacaues the Intent ls to
ulllize a Jarger area than "Neld or ares”
il}l reviawing arm's-length contract
prices.

Ona State commenter stated that
“Bubparts {Iii) and (lv) attempt to
distinguish between arm's-langth
coniracls and spot sales, But, there la no
basle for saylng arm's-length spot sales
are not also arm's-length contracts
under the deflnitions. Additionally, there
is no requirement {and thare should be)
that only q;:;l sales which are genuins
arm's-length should qualify as indicla o

nﬁ%\glu&“ ™

esponse: The MMS concurs
that the spot sales used in the

banchmark should be arm's-langth spot
sales and will insort the term “am's.
length" immediately preceding “spot
sales” in the final rule, § IOMO!(O)P)‘
With rega 4 to the first commeny, il &
spot sale Is for a aignificant quantity of
ell, 1t eou‘t‘d b)u( elomidmd under
paragraph ()(3)

Most of the 18 State and Indlan
commenters who opposed the
benchmark system supporied higheat
posted price with the use of a net-back
method for verification of values used.
One of tha State commenters in
describing MMS's propossd use of nete
back In proposed | 200.102{c)(3) as loo
rastrictive, made the following
statementsi * * * (hs government would
carry the burdan of eatablishing that
none of the preceding banchmarks can
be applied before it would [.bcl

ck***In

authorized to use net-ba

affect, net-back will nnlY. if ever, be
used. At the same tima it ls the m&hﬂ
mathod of valuation proposed

that can be applied indepandently from
iossee submiited documantation,

MMS Response: The MMS agress that
thera will be infrequent use of the nete
back method, It {a bellaved, however,
that the other benchmarks which have
higher priority will resultina
reasonable value for zoyalty purposes
and obviate the need to undertake a
labowintensive net-back mathod, The
MMS routinely will verily lessens

eneraled information weed in applying
the benchmarks during its monitoring
process and through audit,

One Btate commantsr articulated the
vlawpolat of & large number af other
commanters by recommaending an
altornative method of valuation, namely
use of the highest posted price paid op
offered in the fleld or area with the nek
back procedurs used as verillcation or
backup,

The commenter alao stated that '+ ¢ *
the approach we suggeat=highet
E:m or a refined product valye nets

ck—serves the twin goals of assuring

F‘M\Mﬁtll &”l 1] ‘\m

the cotlection of Ialr market value and
nrovldl certainly to the lessea,

Ighest [price] posted or paid is more
sasily delermined than the arm's-langth
nature of & contract, and a refined

duat value can be caleulated by tha
anaee itaelf or provided by the
fowmmm\. 1t also 1s #n spproach that
s Indepandent of lessss generated
information and thus masts Congress
intent that independent methoda of
varification be employed. Grons
s would continue as the absolute

minimum acceptable valua"

MMS Response: The MMS bellevas
that gross proceeds received under
arm's-length contracts &nd poated prices
used 10 purchase significant quantities
of afl in arm's:l transactionsy
generally represent the market value of
oll and does not agree that it s
necessary to parform a refinod product
nat-back analysts to verify them,

Onae indusiry commenter expressed
approval of the conoept in mund
paragraph (e)(1) that prior MMS
approval genetally need not be obluined
whaere value is determined pursuant to
paragraph (¢). One Indian commentar
expressed concern that “ence approval
is granted, follow-up audits are
ynlikely", and recommended that
“Thers should be provisions mendating
rout{ne MMS audils of valuation
methods occurring at intervals not
groater than one year." One industry
commenter objected to the fact that
MMS will not be giving prior approval
stating that this subsection places “lhe
burden—on the producer {o provs the
determination of valus." One State
comnaenter atated that the regulation
should specify that the lesses retain “all
data relevant to determination of
royalty value” inatead of “all availabla
dala to support its determination of
value." That State commenter stated
that tha regulation should specily that
MM3 “will" order compllance when
incorrect payments are discovered,
rather than stating “"MMS may direct a
lessee to uee a different value

MMS Response: Although MMS will
be making periodic audits, it {s not
appropriate ta apecity the scheduling,
typoi and timing of audita in thess
regulations. Wi rd to the second
commant, the lessee ia reaponaible w0
comply fully with the ations by
proparly valuing the oll for royalty
Et.xrpom {n accard with the appropriate

nchmark and to tetaln all relevant
data. The MMS has adopted the
auggestion that the phrase “all data
relevant to determination of royalty
valus” be substituted for “all available
datato |urpoﬂ its determination of
value” in § 200.10%(e)(1), Alto, the word
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“will" hax been aubstituted for the word
“may" in tha last santencs,

Section 200,103(1) wes J;mpund as
paragraph {8}, and providen that lesazes
will pay additional royaltics and interast
If the lossess Impropatly detennine
valus, One induatry commanter
recommanded that any “retronctive
valuatlon determinations” on the pact of
MMS "be limited to fraudulent and
non.compliance situations” That
sommenter went on o suggest that if
MM8 determines thal a lestas
underpaid royaltias, then tha nterest
associaled with those royalties should
anly scorue from the date of that
determination until royalties xre patd,

MMS Response: The lesses hn
reaponsibla for properly determining
value for royaity purpoans in
accordance with the laase terms,
regulations, and sppropriate instructions
and courl daclsions, Accordingly, if
royalty i3 underpaid, the leseea ls
rasponsible for the addittonal royalty
dua plus any interast from the tima such

aymeni{s} should have been mads.

M3 has adopted thls section as it was
proposed.

Anothar Industry commenter agreed
that underpayment of royalties was
subject to Intereat, but recommended
that MMS likewiss should pay the
lessee/payor any intarest “slatutorily
authorized” on relmbursed credits or
royalty offsets when royalty
ove agmmh are discovered,

MMS Response: Al thia time MMS
has no legal ruthority to pay intersst on
myﬁ!{y overpayments.

ctlon 208.102(g) was gropmed 1]
paragraph ‘(D. and prescribes &
precedure for a lesses lo tequest a value
determlnation from MMB. 1t has been
adopted as it was propased with soms
minor modifications. Threa industry
commonlers suggestad that thare be a
tima Hmit of 120 days for MMS valuation
rasponsos, One of these commanters
also recommended that thare be no
penaltias or accrual of intereat for any
unda:rnymenl of royaltias during this
period {which would nol be known unti}
aftar MMS's dacision),

MMS Reaponse: The MMS will make
evary offort 1o reapond tmaly, but this la
necessarily dapandent upon available
rosources. MMS cannot agrea to a
regulatory time Hmit. Because the lesses
is responsibie for proper valuation,
interast is asnassed U the lasses makes
an improper valuation, The MMS3
belloves a [essea shoyld be able to
request a valuation determination at any

time,

One commanter suggested that there
shoud be opporhmllg or review of a
valua dalermination by the affected
royally recipient (State, Tribe, elc.)

5-0M4999  Q0SH(DMX14-AUG-07-14:40:16)

belore a flnal declaton is made because,
without such review, tha coopatative
aud!t role is rendered meaningless.

MMS Rexponse: Tha MMS dows hot
consider it praciical to require & review
by a State or an Indian lessor whena
valus detarmination s made. The MM3
will altempt to coordinate iis value
daterminations with States doing audits
undar section 208 of FOGRMA and
Indian Tribes dol%tudltl under ssction
202 of FOSRMA. This does not make
the coopsrative audit rols, In
accordance with FOGRMA, less
meaningful or alfective,

One Induatry commentar
recoramendsed that the provision be
clariflad that an MMS rejection of a
proposed valuation determination i
‘sppealable 1o sither the Director ot
Interior Board of Land Appeals {TBLA)

MMS Response: This modification fa
not nacessary because all MMS f{inal
orders or declsions arlsing from the
regulations in Titles 25, 30, and 43 ate
eppeatable pursuant 10 30 CFR Parls 243
and 290

Cna Indian commanter recommendsd
that lessors also should be able to
request MMS determinations. They also
recommended that the regulations
should require MMB8 o nolify Triber/
ellottess of any changes in valustion
determinations,

MMS Res : The regulations a3
adopted In § 200.104(g) do not provide a
spacific procedure for the Indlan leasor
1o request a valualion determination
from MM8, However, MM3 always s
avallable to discuss with Indian lessors
lnny valuation lasus ragarding thelr

canas.

One State commanter recommended
that the third senlence bo modifled b
adding the word “all” balore "available
dala®, and ns‘lnctng “to support ita
proposal” with “relevant to the
valuation of its production", Also, the
p&\?? “subject to audit” shauld be
added,

MMS Response: The MMS has mads
soma of thaae changas for purposes of
clarity and comprehensivenass.

Section 200.102(h) was proposed a3

aragraph {g} It providea that the valus
or royalty purposes cannot be less than
the grose procasds accruing to the leases
for leasa production, less applicable
allowances., Eight induatry respondents
conaldered the phrase “or which could
aoorua" objectionable and urged ite
dalation. The main reasoa glven for thelr
position ia that the lenguage creates
uncertainty and subjectivity, contrary to
MM8's stated thisctive of galning
ctmlmf and precision in royalty
accounting.

MMS Response: MMS haa deleted the
phrase “which could accrue” from the

FA70LFMT.[10,92)...0-08-37

{ina} mule. As explained above, with
respect 1o § 308.102(b), MMS is satiafled
that the term "sccruing” includes all
consldaration to which the lessae is
entitled pursuant to ita contract, not just
what it actually recalves,

Two industry commentars suggested
that some off-leass post production
costs (such as those carried out on
leanes in “espacially hoatlle or remole
environments") and certain onlanse
post-production cosia {such as thoae
desmed to be “extraordinary” for
onthors lennes, the cost of submarged
gathering lines, the coat of
snvironmental compliance, and the cont
of post-production {acilities inatalled on
leases in water dapthe greater than 400
feat for offshore leases) should be
shared by the lesscr and counted as
deductions from royalty payments along
with teansportation allowances. One
stated rationale for thia luqutlnn i
that some "post-production” cosls
snhance the valua of tha ol and,
tharefors, the costs should be shared by
bath lessne and leasor, as are the
beneflts, One commenter simply stated
that the phrase “and o:her deductions”
should be added 1o the "lass applicable
transportation allowances” language.

MMS Response: The MMS has
modified § 200.102(h) ta refer to
deductions for any type of allowance,
not l\m transportation allowances, Aa
explained below, MMS haa adopted a
ru.lg which would provide for deduction
of tertaln extraordinary costa,

Three State commenters objected 0
the deduction of transportation
allowances from value and particularly
from the groas proceeds, sapacially if
mu procesds { conaldared a

Inlmum valus,” Ons of the
commenters states that the “lesa
trangportaiion allowances” Ianpugl i»
particularly cunfusing because “it
suggents that leasens can deduct the
allowance from the value
determination” rather than as a separate
lina item =s required by § 208.105(c}(4)
of the fina] rule,

MMS Response: Bection 3008.102(a}
provides that the value for royalty
purposes {s the value determined in
ltmtrﬁimm with § ?MOI (Lol.. am't-
eng a8 proceeds or & value
dlltmﬁold using benchmarka) tens
applicable allowances. The purposs of
§ 20n,102(h) {s to make it clear that no
altlorl w ‘ll "1“1'!;" method is uud.h

s value for royalty purposes cannot be
leas than the lessen's gros glr.:mdn
laas applicabls allowanoes. Therelore., U
a benchmark derived value Jesy
applicable allowances {s lass than groms
proceeds lens |rplle|bh allowances,
grom s less applicable
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allowances {s to be used as the value for
royalty purpases. In either event, the
lossoa may be cntitled to deduct
transportation allowances 1o determine
vulue for rognlly purpoaas al the leasa
(unlons the benchmark decived valus
already Is & value at the loase—in that
ovent na further \ranspaortation
allownnce would be authorized),
Section 200.102(i]) waa preposed as
puragriph (h), This section addresses
tho lensoe's obligation to place lease
production in markatable condition. Five
induatry commentors opposed the
concept that the lesses s reaponsible for
placing the product in marketabla
cendition al no cost to the lessor and
rocommandod apeciflec deletion of
lnnguage in the propossd regulation o
accomplish this. One industry
commenier recommended that the
language “unless otherwise dprovidnd In
the lease agreement™ be added al the
ond of the firat sentence, and another
industry commentoer pointed out that the
leasor does share in marketable
candition costs under net-profit-share
leases.
MMS Response: Hlstorlcally, MMS8's

policy and practice {s that the loasas

onarally la responaible for placing the
anae product in markatabla conditlon at
no coat 1o the lossor, This practice has
lraen upheld by court decislon. The
MMS has adopied the suggestion that
tho language "unless othetrwise provided
in the leane agroeoment” be addad at the
end of tha flrat senlonca becausa there
are a few leases In which the lesaor
shares in such coste. Also, as noted
carller, MMS received many commaenta
that so-called post-production costs
should be allowod as a deductlon in
datermining valua [or royally purposes.
Generally, thase ooste are nol allowed
an o deduclion because they are
necassary ¢ make productlon
marketable, However, MMS has
conaldored carefully all of the comments
on this lssue and decided that thare may
ha certain ciroumatances whars soms
extraordinary conts for gatherlng,
dasulfurization or storage should be
sllowed ua a deduallon, Buch
allowanros will be authorlxed on
individual cases only upon application
to the MMS. A naw § 200.102{1}{2) has
heon ndded which entablishes & lwo-
part leat for qualification for a cost
allowanca, Firat, anly production from
lonses in unusually high-cost or frontler
areas qualify. The only leases that
qualily are those located north of tha
Arctic Circla or those OCBS leases
located in water dopths in excoss of 400
molars. Any leasga that do not meaet this
{irst toat cannat apply for this
allowance, l{owevan avan for leasns
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thet maet this test, MMS will not grant
an allowance unless the lessee
demonstrates to MMS's satisfaction that
the costs are, br relerence to standard
induatry condliions and practios,
deemed fo be extrsordinary, unususl, or
unconventional, In some instances,
MM8 may grant an atlowance only to
the extent that the sxtraordinary costs
excend conventional costs for the same
operation,

Section 200,102(!) was proposed a»
paragraph ((} There were 13
commenlars on this aection=10
industry, 2 State, and 1 Indlan. The
majority of the commants were negative
in some respact: only two commaentars
(one Industry and one 8tate) concurred
with the proposed regulation as written,
One Fiate and four industry commanters
recommended deleting the regulation in
{ls enlirely, indicating that the
regulation (e Inapproprinte in tha
contaxt of ol salas because the majority
of oll Is scld under monthly posted
prices and is not normally subject to
conlractual price sscalations or
increments. They suggested that the
rogulation is more appropriate to gas
sales contracts and does not belong as
an ol} valuation standard.

MMS Response: Although the lurge
maljority of oll is sold undar posted price
bullstine, the division order, which asts
forth tha division of procesds and is
signed by all interest owners, ls
considersd to gonetitule the “contract"
fot purposes of theas regulations.

Several modifications, many taking
{ssus with the “prudent operator”
concept, wers suggesied as follows:

Two indusiry commanters suggested
delating the first sentence {"Value shall
ba based on the highest price a prudent
oparaior oan receive under its contract™)
bocauge: (1) It countermands the use of
the actual proceeds benchmark system
eatublished In § 200,102 (b) and (o); and
(&) the requiremaent of a lessns t0 oblain
the highest theorstical price, regardlamn
of the cost Involved In obtaining that
price, may contradict the definition of
“prudent operator” found In the dralt
coal regulationa at § 308.5(nn) and,
thersfors, ignotes “the reatitios of the
marketplace and the courthause and
unfaitly proctudes the lessas from
axarcising sound business judgmant.”

One industry commanter
racommended ravising the paragraph to
conform to the reasonable value
standard of § 208.102 ganerally, Hare the
commenter argued that the *higheat
price® standard of this subsection s in
direct opposition to the reasonable
valus standerds of previous subsections,
thus causing the proposed rulemaking to
ba contradictory,

F‘m-M\u[1°|3n|um,
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MMS Response: The MMS has
modifaed the first santance of the final
rule to read "Value shall be based on
the highest price a prudent lesses can
recelve through legally snforcanhle
claims under its contract.” As noted In
the preambls to the proposed ruls, this
asction prescriben a diligence oon«ﬁl.
As discusted above with regard to the
toncept of gross procesds “accruing” to
a lessee, MM8 mﬂuim a Jeswed to pay
toyalty on that value which he/she was
entitled to get. These regulations reflect
MMB's willingness generally 1o accept
arm's-langth contract prioes as valus,
but there is a concomitant obligation on
the part of the lesses to cbuain all to
which the lesses Is entltled under ite
contract, 1£ {t fails to take such
reasonable measures, MMS will assens
mnltz on the prices which reasonably
could hnva been obtalned In socordance
wigx lh: gnmnal. 4

ne induatry commantar suggeste
changing the fourth sentence to read
“the lessss will ows no additional
royalty unless or unill monjes are * * ¢
reosived” in cases of dlsputed
paymants,

MMS Response: Tha MM3 has
adopted this suggested modification as
consistent with its Intent, Howaver, this
provislon doas not permit a lessee to
avold paying royalties where a

utchaset has failed to pay, in whols or
n part or timaly, for & quantity of oil,

ne Btate respondent suggested thal
an oxplicit provision for the asseasment
of interest for delayed payments should
be added, with such a requirement being
an squitable compromise for the lesvor's
agreamant to delay anforoemant of ita
rights to the timely paymant of full
royaltles,

MMS Response: When a matter la
being legally contasted batwaen the
parties, and the leases has taken
appropriate legal actlon, MM8's policy
is not to require 'RI ant of the amount
in dispute until the lesses agtually
receives it If a purchaser faile
comcrhtcly 1o pa{ for a volumae of
production, roysities still are due the
month following the menih of sale or
other dlspoaition. In all cases, intarest is
due if the royaliies are paid late.
Howaevar, In the case of disputed price
incremants, the royaities are not dus
until the end of the month following the
month tha! the lessoe recelves them,

An Indisn commenter also suggested
that the last senience thould be clarified
to make explicit that the bankruptey of a

urchaser of oil should not permita
assea o avold its royalty paymant

obltgation.
MMS Respones: The MMS ballaven
that the language already encompanies
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a bankruptcy situation and recognizes
that the lessee atill has an obligation to
pay its royallies.

Section 208.102(1) waa proposed as
paragraph {{). Comments were recelved
from three States and aix Indian
represcatalives objecting to the
restrictive terms/effect of this
paragraph. In gener.l, the comments
pointed out that the requirement ta
obtain valuation information through
Freedom of Information Act {FOLA)
requests would inhibit Indian Tribes,
allottees, and States {rom gaining access
to the informatjon required to assure
that valuationa are propetly determined.
In purticular, “The second sentence of
the proposed regulation appears io be
an unlawful effort to preclude the
exercise of departmental discretion
under FOIA to voluntarily release
nonproprietary data to royalty owners
on a case-by-case basls. The third
sentence appears to prohibit tribes and
alioltees frnm requesting such
information through the BIA." It was
generally recommended that the
paragraph should be clarified to indicate
that all valuation information should be
available to States, Indian Tribes, and
allotlees without going througii FOIA
proceduras. (Two Indian commenters
offered specific languaga that could be
appended to the paragraph to clarily its
intent regarding the sharing of
information with authorized parties.]

MMS Response: The intent of this
paragraph was not to preclude access
allowed by law, bul rather to ensure the
lessee tha! disclosure of proprietary
information 8 in accordance with
established procedures. There are
restrictions on providing certain types of
information to persona qutside the
Department af the Interior, and MMS
must act in accordance with those
limitations. States and Indians with
FOGRMA delegations and cooperative
agreements will have broader access to
information which otherwise could not
be released. This section ia not intended
to limit in any manner an Indian lessor s
right 1o abtain information directly from
the lessor or from MMS Lo the extent
provided in lease terms or applicable
law,

Section 206103 Point of royalty
setilement,

Twelve industry representatives and
two States commented on this section,
The two Stale commenters
recommended that § 208.103 be
strengthened by defining standards for
eslablishing the paint of royalty
settlement and thereby minimizing
pipelinae logses. Lease or unit boundaries
were suggested as the point of royalty
settlement for onshore production, and
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the entrance 10 the first onshors facility
was auggested for OCS production.

MMS Responeo: These regulations
pertain to the valuation of oil and are
not concerned with tha criteria for the
paint of royalty seitlemznt, The point of
royalty settlement is authorized by MMS
operations oifices for Fadersl
lcases and by BLM for onshore Federal
and Indian leases. _

Two induatry commenters addressed
the clarity and intent of § 208.103{a){2).
One of these commenters pointed out
that the reference to an adjustment for
differences in quality and quantity (such
us for basic sediment and water) was
unclear, asking what adjustments wounld
apply and how these would be made.
'ghf ulhermcommenm }:e?ommlﬁnded

elating the paragraph allogether
because only the quantity and quality
actually measured at the point of royalty
setllement should be used for royalty
compuiations.

MMS Respense: The paragraph
cannot be deleted because there are
situations, usually onshare, where the
gross proceeds accruing 10 a lessee are
based upon the quantity and xmli of
oil at a point that {s different than the
point of royalty settlement gpecified by
BLM to be used in calculating Fadaral or
Indian royalty, usually at the tank
battery on the laage. In this situation,
the quantity and quality critetla
measured at the tank battary on the
lease must be used to determine the
proper value, which, becauae the
quanlity of oil at the contractual sales
point is less, will be greater than the
lessee’s gross proceeds.

Ten commentera from industry
objected to the provision of § 208.103(b)
disallowing actuel or theoretical losses
between the point of royalty settlement
and the actus! dalivery point. They
pointed out that pipeline losses are an
integral part of transportation over
which the lessees/operators have no
control and thus should be an allowable
component of tranaportation deductions.
They also pointed out that disallowance
of losses is contrary to the concept of
accepling groas proceeds under arm's-
length transactions because the lessor's
royalty may be celculated on a differsnt
basis than what the lesses is paid by the
purchaser,

MMS Response: The issue addressed
here deals with volume and quality
measurements upon which royalty must
be based. The isaue of line losses being
included a3 a component of
transpottation deductions js sddressed
in the section of the regulations Qealing
with transportation (§ § 206.104 and
206.105).
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One industry commenter suggeated
that § 206.103(b) be clarified regarding
load oll, and recommended that the
section be modified to specifically
excluds load oil from royalty obligation,

MMS Response: The determination of
whether load oll §s considered to be
royalty bearing fa a functlon of lease
terms and the of the oil 30 used,
and is generally the responsibility of the
BLM and MMS OCS operations
peraonnal for onghore and OCS lsuses,
respectively. As guch, no speciflo
iunsuaga was added to address this

ssue.

Seclion 208.104 Transporiation
allowances—peneral,

Comments on transportation
allowances that did not relata to any
specific section of the regulations were

assified in the General section of the
oil transportation regulations. Although
thers were comments ot a wide variaty
of subjects, they have been grouped as
follows: post-production conts, validity
fssues, ndequacy{lnadequacy jssues,
cost lssues, Royalty-In-Kind (RIK)
issues, and |ssues relating to the
definition of terms.

Many commanters addressed the
iasue of whethar MMS should allow
lessees to deduct all post-production
costa from royalty payments.
Transportation costs are one type of
post-production cost. MMS will not
tespond lo that issue again in this
section as it was fully addressed in the
diacussion of § 208.102{1). Moreover,
because the final rules provide an
allowanca for transporiation costs, it is
unnecessary to consider whether such
costa aleo are to ba considered “post-
production costs.”

Many commentars addressed the
validity of any trapsportation
allowances whaisosver and proposed
that MMS should not consider
transportation allowances as valid
deductions from royalty computations,
or only consider auch sllowances if
tranaportation is necessary for saze
development or results in a higher
royalty.

Six State and five Indlan commenters
stated that transportation allowances
should not be granted unless necesasary
to sell ths product of to promots
development, or unleas the
transportation resylts in a higher royalty
value. 8ix Indian and one State
commenier atated that MMS should not
grant any transportation allowances
under any circurnstances.

One Indian commenter stated that the
regulations should not be silowed to
change the Jeases terms. According to
this commenter, the granting of
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transportation allowances Is, in effect, a
change o the leass terms,

'Two Indlan commenters staled that
MMS must take inta account its
reaponsibility 1o Tribes and allottees in
preparing the regulations and must
delermina the fairnass and
reasonableness of all transportation
allowances,

One industry commenter stated that
tha reason that MMS grants allowances
is because certain Interior Board of
Land Appeals [IBLA} decislons required
that transportation be considered when
determining product value on which
toyalty Is based. Anothe: Industry
commenter stated that MMS should
grant a tranaportation sllowance even if
the product vaiue is datermined a the
leasa, if the sales contract required the
lessee to incur the expense o
transporting the ofl ta the point of sale.

MMS Response: On the basis of
declisions by the Interior Board of Land
Appeals (IBLA), Solicilor's opinicns, and
{udicia! decisions, it has been

ongstanding MMS policy to grant
transportation allowances when oil Is
transported to a salas point off Lhe laaase.
Furthermora, the IBLA has ruled that
transportation allowances must be
granted for Indien leases,

Kerr-McGee Corp., 22 IBLA 124 (1975).
Thetefore, the regulations belng adopled
are consislen! with past practice and are
consistent with the Secrelary's
responsibility to the Indtans, The MMS
belisves that royalty should be free of
produclion and marketing costs.
However, values may have to be
adjusted for transportation and/or
Iprocessln,g in determining value at the

ease.

The MMS agrees that the proposed
procedure for determining a
transportation allowance places a grest
deal of reliance on the ofl industry.
However, this program will be under
continuous raview and oversight by
MMS. There {a nothing in the final oil
transpartation allowance regulations
that would change the terms of any
Indian lease, The MMS believes that the
palicy of granting transportation
aliowances is appropriate and should
conlinue,

Another jasue centsred around the
adequacy or inadequacy of the proposad
oll transportation regulations In general.
Some commenters believed that the
regulations are completely flawed, while
others pointed to specific instances
where changes should be made to
improve thelr specific applicability.

ne industry commenter suggested
that MMS should approve the use of
contract prices which are net of
transpartation costs. Another Industry
commenter stated that the regulations
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should be revised o elirainate the
alleged bias egainst frontier and dee
water arees, They also recommende
the slimination of the celling on
tranaportation allowances, Another
indusiry commenter statad that the
regulations should ba modified to
embrace both traditiona] and
nontraditional transportation
arrangements.

Two industry commenters stated that
in thele view tha proposed regulations
serve as a disincentive for companles to
build and operate transporiation
facilities. One Induatry commenter
stated that the oll transportation
regulations should ba revised ta achieve
ceattalnty by adopting « mote rational
and realistic approa

MMS Responase: In response to
comments received, MMS has changed
the regulations {o recogniza that in
arm's-length situations where the
specified price is reduced by a
transportation factor the jeasee does not
have !o report the transportation factor
as a transportation allowanos. The
MMS alao recognixes that transportation
costs for frontier and deep-water areas
may be extracrdinarily high and may
exceed 50 percent of the value of oil.
Because of this concern, MMS has
adopted a provision in the final
regulations to permit the transportation
allowance to exceed the 50-percent
limitation with ngpmval from MMS. As
the general rule, howaver, the
tranaportation allowance authorized by
the regulationa may not axceed 80
percent of the value of the oll at the
point of sale on the basts of a selli
arrangement. The MMS has decided that
pre-approval of all transportation
allowances is not a cost-effective
procedure. The 50-nercent threshold
tnerely givest MMS the ability to monitor
more closely the situation where the
allowance, based on reascnable actual
coats, will exceed that limit.

The MMS received a number of
comments relaling to transportation
allowances for royalty-in-kind ofl. Eight
industry commenters stated that MMS
should grant a transportation allowance
for onshore royalty-in-kind oil. Another
industry commenter suggested that the
regulations should clearly stata that the
lasses iz not required to transport
royalty-in-kind oil from the lease. Thres
industry commenters stated that this
subsection was in conflict with section
208.8 of the proposed RIK regulations.

MMS Realfoma: The suggestion that
MMS should grant a transportation
allowance for onshore royalty-In-kind
vil was not adopted becauss the
onshore lease terma provide that the in.
kind oil will be made availabls to the
lessor on the leass at no coat to the
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lessor. The MMS belleves that there {s
no need to atate explicitly that the
lesses is not required to transport
onshore royalty-in-kind oil. Many of
these issues will be addressed In MMS's
revisions to the RIK regulations (See 52
FR 2202, January 20, 1987).

Anocther lssue discussed by several
commenters concerns the deflnition of
terms used in the regulations. Four
respondents commented on the use of
the term “reasonable” to describe
transportation costs. One State
commenter recommended that the term
“reasonable™ was too vague and should
be defined. Three industry commenters
recommended that the term
“reasonable” be deleted. Six
commenters were concerned about the
term "remote from the leass.” Two
Indian and two State respondents
commsented that the phrase “remote
from the lease” should be defined. Two
industry commenters stated that the

hrase “remote from the leass” ghould

e changed to “the first available
markat.’

MMS Responge: The term
“reasonthle” is defined by the Marriam-
Webster New Collegiate Dictionary as
“moderate, fair,” The MMS intends that
this same definltion apply in the
determination of a transportation
allowance and includes the requirement
that the tranaportation costs ba
necessary to market the oil. The MMS
agrees that the phrase “remote from the
lease™ caused confusion and has
{eplaoed it with the phrasa “off the

eaye."”

Tha MMS received comments from 33
respondants on § 208.104(b). This
proposed regulation established a 50-
percent limit on transportation
allowsnces.

Most of the comments on this
paragraph related to one major topic,
the limitation of 50 parcent on oil
tranaportation allowances. Comments
waere alao received on the progosal not
to allaw royalty payments to be reduced
to xero, Commaents on the 50-percent
allowance lasue were also divided
between those commenters who wanted
to retain the Himit and add additional
qualifications, thoae who wanted to
raise the limit, and those who wanted to
lower the limit.

Saventeen industry commenters
stated that MMS should abolish the 80-

ercent limitation for one or more of the

ollowing reasons: If the proposed limit
is retained, the axeeption to the 50~

ercent limitation may not be exercised

reely enough; the 30-petcent limit could
impose a serious economic deterrent to
the exploratior and development of
frontier areas and could serve as a
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disincentive 1o the building of
transportalion systems; the limitation
figure is siriclly arbitrary and totally
unjust to the lessee/working interest
owners; it would be a rare cese when an
oil tranaportalian cos! would come close
to the proposed 50 percent cap, much
lcss exceed 11, the proposed 50-percent
cap is a deviation from the stated intent
of MMS o base royalty valuation on
“groas proceads,”

Twelve industry commenters stated
that MMS should approve requesls for
transportation allowances exceeding tha
50-percent limitation upon submission of
adaquate documentation by the lessee
for the following reason: If the actual
cost of ransportation can be reasonably
lustified, it lﬁould be permitted if a
lessce can adequalely demonstrate that
a higher allowance is in the best interest
of the leasor,

One Indian commenter stated MMS
should change the 50-percent limitetion
10 8 20-parcent limitation because the
50-parcent limit is excessively high.

Twelva induatry and ona Slale
commenter siated that MMS should
clarify the exception criteria which
would allow transportation allowances
to exceed the 50-percent limitation, The
proposed "besl interest of the leasor”
criteria was described as vague and
unclear and could Le lioterpreled to
exclude ali casen, Criteria for approvai
should allow a leasea to more
objectively plan development of oil and
gas prospects.

Eight industry respondents stated that
MMS should allow lessses to carry
forward transportation costs otherwise
allowable (except for the 50-percent
limilation) from the current year lo
subsequent yeara, This procedure
should be applied to all trensporlation
syslems, but it would be especially
important in the fronlier areas.

Twao Stale, onae Stale/Tribal
association, and one industry
commenter stated that MMS should
retain the 50-percent limitation in the
proposed regulations for the following
reasons: The limit should apply in all
cases with no distinction made between
circumslances where transporiation is a
companent of price and where
transportalion costs are incurred
directly by the lessee; the 50-percent
limit is acceptable as a guldeline but
MMS should [realy exercise ils authority
1o ellow transportation costs in exress
of 50 percent of the value of the lease
product; the 50-percent limitetion
provides inceniive to keap cosls under
conlrol while allowing soma relisf for
legltimate hardship conditions.

One industry respondent and one
State commenter stated that royalty
payments should not be reduced to zero.
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‘The State respondent commented that it
is a privilege to use public lands and it
should not be possible to take
production from it royalty-free. Two
industry respondents atated that royalty
payments should be allowed to go to
zero for margina! production and for
cases whers reservoir maintenance is a
concern,

MMS Responee: The MMS has
decided generally that the 50-percent
limitation should be retained in the final
rule. The iransportation allowance for
ol Is limited to 50 percant of tha value of
the ol on the hasis of & selling
arrangement, A losses may request, and
MMS may approve, a transportation
allowance in excess of 50 percent if the
lessee demanstrates that the costs
incurred were reasonable, actual, and
necessary. In no event, however, can the
transportation ellowance excesd 100
percent of the value of the oll.

The MM3 received a 1otal of seven
commaents from industry on § 208.104(c)
which requires allocation of
fransporiation costs among ail praducts
transported. One commentar atatad that
for transportation allowances, MM3
should allocate cosis on the basly of
relative-value rather than on the basis of
relative.volume, Two commenters
recommended that costs assoclated with
the transportstion of nonroyalty-bearing
products (L.e., wmu? should be
deductible. It was also stated that to the
extent tranaportation for certain
nonmyaltli-burins roduets cannot be
avoided, the costs should be equally as
daductible as the ofl transportation,

Four commenters recommanded deleting
the requirement that transportation
costs must be allocated among all
roducts for ons or more of the
ollowing reasons: Allocation would be
a labor-intensive proceass and an
onarous burden inflicted upon reporti
arties; allocation would be impractica
ecause in many instances volumes are
not available; and it would require
significant additional effort to complete
additione! Formas MMS-4110,

MMS Response: The MMS has
considered the comments regarding
allocating costa on the basls of relative.
value, The MMS does not agree with the
propanal that nonroyalty-bearing
subsiances should hava a transportation
allowance. The MMS is awars that the
sllocation of transportation coats in
situations where more than one product
ts involved could ba burdensome.
Howaver, it is MMS's experience that
the allocation requiremant would not be
difficult in most instances. Accordingly,
MMS haa retained the cost allocation on
the basis of relative-volumae in the
regulations. Section 208.104(d) has been
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retained In the final rule in the same
form as proposed.

Secifon 208,105 Datermination of
transportation allowancas.

The MMS received 28 separate
comments on these reguiations,

Although thera were commaents on a
wide variety of subjects, they have been
grouped under nine isaues es follows:
accaptance of FERC-approved tariffs
and arm's-length transportation
agreaments, excesaive penalty and
retroaciive approvals, MMS's approval
of the transportation allowances,
acceptancs of transpartation reduced
prices, status of cutrently approved
allowances, required filing every 12
months, allowance on nonroyalty-
bearing production, allecation o
transportation costs, and period for
filing a proposed allocation mathod,

1. Acceptance of FERC-approved
tariffs and arm's-length transportation
agreements as an accurate indicator of
reasonable, actual coats,

Fiva industry commenters responded
thal the oll transportation allowance
regulations should be written to support
the use of FERC-101 approved tarlils
and wrm's-length transportation
agresments a8 an accurate indicator of
reasonable, actual costs.

Two Indlan commenters expressed
serious concern about the validity of
using arm's-length contracts as an
indicator of value. One Indian
commenter stated that arm's-length
contracts are not a bona fide indicator
of reazonable, actual costs. Another
Indlan commenter expressed doubt that
there can aven be an arm's-length
contract between companies in the oil
induatry. One Indian commenter stated
that arm's-length contracts should not
be accapted unless a thorough analysiy
of lesses/purchaser affiliations ia
undertaken. Another Indlan respondent
expresssd considerabla doubt that tha
critaria used by MM8S would assure that
an arm's-length contract is present in
any given caze. An Indian commenter
also stated that MM8S should establish
approprizte ¢riteria to determine the
avcuracy and rexsonablensss of
allowances granted under arm's-length
and non-arm's-length gontract
situations.

MMS Response: The MMS currently
uses FERC-approved tariffs and arm's-
length transportation agreements as an
accurate Indicator of reasonable, actua)
coste. However, for non-arm'a-length
and no-contract sltuations, MMS
ganmllg will permit only the
reasonable actual expenaes incurred by
the lesses aa the allowance. MMS s
creating a limited exception to this
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pelicy, discussed balow. in regard to
% 208.105(b).

2. The disallowance of a
tranaportation deduction for a reporiing
period not covered by a Form MMS-
4110, Oil Transportation Allowance
Report.

Tha MMS recetved responses from 14¢
industry respondenta stating that the
disallowance of a transportation
daduction for a reporting period not
cavered by & Form MMS-41101s an
excesalve penalty for what they
conaider to be a minor infraction of the
rules, The point was also made that the
lessee does not always have the data to
timely file 8 Form MMS—4110 before the
Form MMS-2014 ia filed. However, ons
State commenlat agreed with the
proposed regulation disallowing the
deduction for any period in which the
Form MMS8-4110 was not received,

Fourteen industry commenters
responded on this paregraph stating that
the regulations should have a provision
allowing ratroactive transportation
deductions. The genaral consensus waa
that a lessee does not always have the
details on transportation worked out
before production begins, and
somatimes it is naceasary to go back and
revise dala related to an allowance after
agreements are reached because of the
fast changiug nature of current oil and
gas markets,

MMS5 Responge: The MMS considered
the comments on retroactive requests
and has revised the yegulations,

§ 200.105 {a)(1) and (b){1), to allow
lesseen to request tranaportation
allowances retroactively for & period of
nol more than 3 moenths. Pursuant lo

§ 206.105{d), If a lessne takes 2
deduction without complying with the
regulations, interest only must be paid
until the date that appropriate forms are
filed. Howaver, the lessee will be
required to repay the amount of any
deduction disallowed owing to the
iimitation on retroactivity.

3, Prior MMS approval of
tranaportation allowances.

Six Industry responidents exprassed
approval of the self-Implementing
procedure in the transportation
allowanca regulations, This was
regarded as a method of relisving a
considerable administrative burden on
both induatry and MMS. Cne Indlan
commenter disagraed with the seif.
implementing nature of the regulations
because it was regarded as a method of
establishing the 50-percent limitation as
a floor for transportation allowances.

One State and one Indlan commenter
stated that MMS should pre-approve all
transporiation allowances and should
provida approval only on a showing of
neceasity 1o promote davelopment ot a
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showing that a higher value could be
obtainad for the oll at & point of sale
away from the lease. X was also stated
that neither the MMS not the States and
Indlan Tribes have the resources lo
audit all leases and if these allowances
are not monitored “up front” they will
never be audited.

MMS Responss: The MMS has
determined that it is not necessary to
pre-approve all transportation
allowances, The MMS will monitor and
review transportation allowances for
regulatory compliance and
reasonableness. Therefore, most
sllowances under § 206,108 (a) and ()
do not require prior MMS approval.

4. Acceptance of transportation.
raduced prices without requiring the
filing of Form MMS-4110 {ar both arms.
length and non-arm's-length situationa,

Bix industry commentesrs responded
that MMS should accept transportation-
reduced prices without req the
filing of Form MMB-4110 for both arm's-
length and non-arm‘a-le:égth situations,
This policy was regarded as reducing
tha adminiatrative burden on industry
and MM3S. However, one commenter
disagreed with this proposal because it
was regarded as a potential technique to
excesd the 50-percant limitation
provision of the regulation. One
commenter stated that neither industry
nor MMS could administer trucking rate
transportation allowances on the baais
of lease-by-lease and, therefore, MMS
will probably be forced to accept
transporiation-reduced values where
trucking Is involved.

MMS Response: The MMS considered
thess comments and datermined that
3 206.105(a){5) of the final rule should
provide that transportation factors
specified in arm's-length contracts are to
be considered an reductions in valua
rather than transportation allowances,
The usa of Form 110 for the
transportation factors s not required,

5. Should current approved
transportation allowances remain in
effect until they expire?

Two industry commenters responded
that it would be administrativaly easier
if the regulations would allow a turrent
approved transportation aliowance to
remain in sffect until it expires. Saven
induatry commenters stated that the
transportation allowance reporied on
Form MMS-~4110 should continus until
the applicable contract or rate
terminates ot is modifled ot amended,

MMS Response: The MMS considered
these comments and has revised the
regulations at § 206.105 (¢)(1)(v) and
(ct(!](v] to provide that transportation
sllowances in effect at the time these
regulations become effective will be
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allowed to continue until they terminate,
subject to audit,

&, Should MM8 requlre the filing of
Form MMS8-4110 every 12 months

Seven induatry commenters stated
that there Is no benafit to MMS in
submitting a form that duplicates
information on file when a change has
not occutred. Two industry commenters
responded that thers is no apparent
reascn for MMS requiring the filing of
Form MM8~4110 every 11 months.

MMS Response: The MMS requires
the filing of Form MM3—4110 on an
annua! basis for use in monlitoring costa
and volumes associated with a multl-
million dollar transportation allowance
program. The regulation is being
adopted as proposed.

7. Should MMS allow transportation
allowances for production which is not
royalty bearing

One industry commanter
recommended thal & transportation
allowance should include costs
associated with moving water because
some water is retained In pipeline ofl.
Another induatry respondent
recommended delation of the last
sentences of § 208.105 {a)(2) and (b)(3)
which prohibit disallowances for
u'umporll.n%l‘uu production which Is
not royalty bearing.

MMS Response: It has never been
MMS's pollc‘y to permit transportation
allowances for production which is not
royalty bearing. Historieally, MMS's
policy and practice has been to limit
transportation allowance deductions
only to the royalty-bearing portion of
lease production transported.

8. Allocation of 2 cost applicable ta
more than one product.

Two industry commenters stated that
allocation of costs presents a
burdansome administrative tagk, but if
allocation of coats is desmed necessary,
it should be allocated on the basis of
relative value rather than on the basis of
relative volume. One industry
commenter suggesied MMS provide an
alternative aliocation procedure for
situations which would requite a
variance from the proposed allocetion
method,

Ona State commenter auggeated that
MMS provide guldance on what will be
an acceptable method of allocation in
situations that involve tha
transportation of both gaseous and
nquuf products. One industry
commenter suggested that the rules
could be further anhanced by allowing
for the adoption of an allocation
procedure contained in a different
arm's-length transportation contract
:\rxl}en similar conditions and products

st




MMS Responss: Thea MMS determined
thal allocating costs on the basts of
relative volume rather than.on the basls
of relative value is more equitable
because of the wide varjance In relative
velue between some products, The MMS
will allaw the lessze i0 propose an
allocation procedure. It would be
diflicult for MMS 1o provide guldance on
acceplable methods of allocation
because of the many different situations
involving the transportation of bath
guseous and liquid products, The MMS
believes that the most advantageous
procedure is to have the lessee submit
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transportation charges.” it was also length contracts” may include costs such
stated that if MMS does not rely on as Federal and State income taxes,
FERC and/or State tariffs, thers socioeconiomie costs incurred by the
be a wisteful duplication of effort jesses in order to obiain State of coun
betwesn FERC, State agencles, and land access such as the construction o
MMS. One lndultl“{ commenter atated achools ot city sewer facilities, The
that FERC tariffs should be accepted as  MMS conaidered thess comments in
an sllowable deduction regurdiess of revising the regulations and decided that
whethet the transportation contract is it was in the best interasts of the
bugn-l or non-mn‘u-lu Gﬁmmmn\. glm:ﬁ and Indians to b:;..

use the tariff represents the ofl transportation allowances on actu
value of the service. reascnable couts plus & return on
One industry commenter stated that fnvestment.
MMS should accept as a transportation However, in an effort to simp
allowance either a FERC tariff or the rocedures for both the lesses an
actual cast including & reasonable profit, the regulations at § 208.105(b)(5)

an allocation proposal to MMS in theze
situations. Thus, § 208.105 (a}(3] and
{5](4) require the lassee to submit such
an allocation proposal within prescribed
timeframea.

9. The MMS should extend the period
1o submit a proposed allocation mathod.

Two commenters stated that the
requirement to submit a proposed
allocation method within 50 days will
create a significant workload and
burden, and & more reasonable
provision of time would be 120 days.

MMS Response: The MMS delermined
that 3 months is a reasgpable time
period to submit a proposed allocation
method and § 208.105 {a)I3) and [b){4)
have been revised accardingly.

The MMS recelved comments from 28
commenters on § 208.105(b) which
applies 1o non-arm's-length or no
contract transportation situations—17
from industry, 8 from industry trade
groups, 1 {rom a State sssoclation, 1
from an Indian Tribe, and 1 from a
Federal agency. Most of the negative
comments actually addressed
§ 206.104(a), and those comments
generally expressed the belief that no
transportation allowance of any kind
should be granted by MMS,

The comments received on these
paragraphs have been grouped into nine
issuen a3 follows: Acceptance of Stals
or FERC tariffs, acceptance of
comparzble arm's-length contracts, use
of a benchmark system, penalties,
increase in estimated allowances, prior
approval of allowances, allowable costs,
rate of return, and reta Alternatives
1 and 2 for return on capital.

1. Should MMS accept published State
or FERC tariffs instead of using actual
costs as the basis [or approving
transportation allowances?

Thirteen {ndustry commenters stated
that MMS should accept published State
or FERC tarils as the transportation
alfowance in non-arm's-length and no-
contract sftuations, These commenters
believed that MMS should “rightfully
rely on the expertise of FERC and State
agencies which set pipeline tariffs to
determine fair and reasonable
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present practios to allow only

whichever s higher, This would give the
lessee an option that would be more fair
than the single method prescribed by

Two Industry commanters stated that
MMS should require actoal costs
when there was no pipeline of published
tariff. The use of internal cost
accounting to determine the value of a
transportation allowance was belleved
1o be at odds with the intereats of the
lessee.

MMS Response: The MMS has
reviewed the FERC procedure for
granting tariifs. After careful
conslderation, MMS has decided that in
most instances, for non-arm's-length or
no contract situations, tha fairest and
best way to determine trans tion
allowances is to aflow acto
reasonable costs plus, if appropriate, an
acceplable cost for the lessee’s
undepreciated capital equipment, The
MMS will recognize FERC tariffs a3 2
valid cost in computing & transpartation
allowance only when it is an actua! out-
of-pocket expense pursuant to an arm’s-
length transportation contract, Existance
of a FERC-approved tariff for a
transportation ayatem, however, is one
of the requisite criteria for MMS to
consider in granting an exception to the
requirement to use actual costs for non-
arm's-length or no contract atuations.
Seas discussion below.

2. Should MMS arcept comparable
arm's-length contre cta for determining
transportation allowances?

Nine industry respondents stated that
MMS should accept comparable arm's-
length contract costs as the
transportation allowance, Tha costs
incurred under comparable arm's-length
contracts were described as the best
indicator of the valua of that service
provided by the leases In
oil to a markat or to any other point
whare it could be sold.

MMS Rasponse: Tt {s MMS's past and
]
coata which are directly related to the
transportation of lease production. Costs
{ncurred undar “comparable arm's-
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will provide a limited tion 10 the
requirement to use mmm the
lessor's interest is adequately protected.
The [essee must lp&!j ta the MMS for
an exception from the requirement that
it eom&uh actual costs. The MMS may
t the exception only ik (1) The
osses has arm's-length contracts with
::hthcr persons for h‘léllporlltlon lh;otgsh
¢ same transportation syatem; (2) the
lesses has l&%l\((s‘.‘l-t tarift for
the eystems & persons
perchusing transportation services from
the lesses had & reasonable alternative
to using the lesses's system (thus
susuring that the fransportation contract
price wae not arrived at because the
peron transportation had no
choice bul to accept the lessee’s price).
If the MMS grants tha axception, then
the lesses will use a3 it trangportation
allowance the volume-weighted average
of the prices {t charges other persons
pursuant to arm's-length contracts.

8. Should the transportation
allowance be based on the market value
of transportation service as determined
under a benchmark system?

Trenty-five industry respandents
stated that MMS should allow
franspartation deductions basedona
benchmerk system. These commenters
suggested that MMS allow the lessee the
markat valve of the transportation
service on the baais of & benchmark
system featuring arm's-length contracta
and tariffs with cost accounting being
used only as » last ll;hsnrt. dersd

MMS Respcnse: The MMS conal
the benchmark valuation system
featuring arm's.length contracts and
FERG tariffs with cost accounting being
used as a last renort, The MMS has not
adopted this recommendation for the
same ressons as cited in Issue No. 2

above.
4. 8hould a penalty be imposead for
late submissfon of the Form MMS-41107
One indus dent commaented
that requiring lessees to file Forms
MMS-4110 and MMS-2014 at the seme
time would impose an unfair penalty on
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lasseer for being unabla 16 complate
Form MMS~£110 prior to the Form
MMS-2014 reporting deadiine and that
there s no need to cancel all corrently
approved allowances. Two other
industry commenters sugpested that
submittal of Form MMS-4110 be only on
the Lasls of as-needed, pursuant to
contract

AMS Responss: The MMS has

reconsidered the reporting requirement
th

that would deny th on
Saciods for which

allowance for thos
no Form MMS-4110 was filed. Pursuant
1o § 208.105(b)(1) of the final rules, a
lessee may claim a trans tion
sllowance retroactively for & period of 3
months from the first day of the month
that the Forma MMS-4110 1s filed,
However, if the lesses hag taken an
allowanca before the form, it must
pey intereat from the date the allowance
was taken untl] the form is filed. The
lessee shall also be requived to repay
the smount of any allowance which is
disallowed owing to the 3-month
limitation on retroactivity ® © *, Ses

§ 200.105({d). The proposal to retain all
current allowances in effect until they
expire was considered and it was
decided that approved allowances in
effect on the effective date of these rules
will be allowed to continue in effect
until they expire. See §§ 208.105{c){1}{v)
and 208.105(c)(2){v).

8. Should the estimated rate reported
on Form MMS—4110 be allowed to
increase over the prioe period, if
justified?

One industry commenter requested
Lhat the estimated rate be allowed to
Increase over the prior period if
justified. This respondent also
recommanded that the inftial ellowance
be effective for a perlod greater or lesser
than the 12 months to allow induatry to
convert to calendar-year reporting. This
would ease the administrative burden.
Another Industry commenter questioned
tha cost effectiveness of the two-step
subriisslon of estitnates and corrections,
This commenter recommended that any
adjustment, plus or minus, be made
praspectively only.

MMS Responss: The recommendation
to allow an estimated rate to increass
aver the actual rate for the prior period,
if justified, has been addressed in the
final regulations. Pursuant to
§ 206.105{c)(2)(iil}, the lesses mey use an
estimate higher or lowsr than the
previous year's actual if the lessee
believes it is approprizte when
submitiing Form MMB3-4110, The
recommendation to adjust the initial
reporting pariod to allow industry to
convert to & calendar year basis has
been considered and the regulations at
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§ 200.106{c) have been revised to
previda for calendar-year reporting.

6. Should MMS require peior approval

for sliowancea? e ted
Two industry respondents commen
that they ware in support of the self-
%&mm g{ctmotthcmhum
of each allowance by MMS before the
allowance could be claimed. Two Stats
commaenters proposed that MMS should
requirs prioe approval on non-am's-
mh’f::tumtnct
adequate aundit resources are
avallabla to audit the allowances, and It
iz very likely that many leases will
never be andited. One Indian

prior approval and sudit to prevent
abuse in the claiming of tion
and overhead mu'ha &

MMS mdn MMS corren!
reviews and approves all transportation
allowance requests and has considared
pre-approval and pre-audii of
transportation allowances, It has been
decided that a more effective use of
resources can be attained by dolng
exception on allowances and
salectively reviewing certain allowances
in d:ﬁth to datermine the propriety of
the allowance reported by lessees on
Form MMS—4110. Therefore, with Hmited
exceptions, no prior approval of
allowances be

7. Should coats other than reasonable
actual costs be considered In calculating
the transportation allowance?

Four industry respondents stated that
MMS should revise the ations to
make an allowance for debt service and
State and Federal income taxes. Thres
industry commanters recommended that
MMS provide for a complete recovery of
cosis plus an acceptable profit for
assuming the risks involved in
undertaking the sarvice function of
transportation. One industry commenter
recommended that MMS allow for
administrative overhead beyond that
which iz directly associated with, or
attributable to, the transportation

system.
MMS : The MMS views
income taxes tobaana onment of

profit rather than a valid operating
expense, However, interest on money
borrowed for operations would be
considered as a valid operating m‘cmu.
Interest on money borrawed to build a
transportation facility is not considered
allowable. A return on investment {s
given in lleu of intereat on capital
investments. The proposal to extend the
amount of overhead beyond that which
is directly allocabla or attributable to

transportation is not acceptable,
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Administrative overhead or any othsr
costs not directly associated with
too are not allowed,
8. What rate of return should be used
to calculate retutn on depreciable
nvestment?

Ninsteen industry respond
opposed tha use of Moody's Aza
corporate bond rate a8 unrealistic and
too low, One industry commenter stated
that “There 1s no reason to equate
pipeline risks with the highest rated,
most secure debt rate.” Two indus
commeniters stated that the
rats is very conservative and arbitrary
and the general consensus of the parties
was that the rate of return should be
adequate to reflect the tisks involved in
the oil and gas business, Seven
respandents stated that the Aaa rate is
the abeclute lowest rate
available only to & few “bloe chip®

One industry respondent suggested
four altematives to Moody’s Aaa bond
rate: (1) Prime rate plus B percent; (2}
one and one-half times the average 20-
year Treasury Bill rats; {3) 150 percent of
Moody's Aaa nunotég’ rate of
return methodology adopted by FERC in
Opinion No. 154-B. This industry
m&e aleo stated ll:’;t industry's

suppocts a rate of return p
additional ts to reflect risk factors,
and two other industry commenters
suggested that the rate of return should

Five industry dhx.

ve respondents

recommended a rcte of return based
upon the cost of dabt and equity
Hinancing. On‘;snrty stated that "Asseta
are not finenced by debt alone; equity
financing must be included in the
calculation of an actual and reasonable
cost of capital * * ** and suggested a
rate to account for equity financing and
an alternative method for extraordinary
drcumstances based on the weighted-
average cost of capital, Another
industry commenter suggested that the
proposed rate “* * * would not include
any return on equity whichisa
significant portion of the capitalixation
of the pipeline.” One industry
commenter suggested ** * * a true rate
of retumn for the risk involved and the
zt &! capital ft:lt b?th debtt:gd equity.”

other respondent suggested & rate
based on ** * * both cost of credit and
squity capital” One industry respondent
stated that *Most firms receive funds
from both debt and equity sources.”

Two industry commenters proposed
the prime rate plus 5 percent in
accordance with the RMAC panel. Two
induatry respondents lm;;ltlud thcum
average 20-year Treasury Bill rate times
150 percent. Seven Industry commenters
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recommended either the aversge 20-year
Treasury Bill rate times 150 percent or
the prime rate plus § percent aa
proposed by the Qil Valation and Gas
Valuation Panels, respectively. One
industry respondent recomniended the
prime rate plus 7 percent. Another
industry respondent suggested Moody's
20-year Baa rate plus § percent ag an
equitable rate of return. One industry
commenter praferred the Treasury Bill
rate times 150 percent if MMS fixes the
cate al the tima of initial investment or
the prime tate plus 5 peccent if MMS
redetermines the rate yearly. Angther
industry respondent suggested a 23-
percent pre-tax rate of return. One
industry commenter suggested that a
risk component of from 5 to 7 points
above the Aay rate be adopted,

Two industry commenters stated that
the limitation on the rate of retarn
serves as an sconamic disincentive for
lesaees to invest in high-risk venturss,
such zs tha frontier arexs. Three
industry respondents commented that a
lesses affilisted with the pipeline would
be at & disadvantage under the proposed
rate of return because it would not be
competitive with other procducers
deducting a transportation allowance
that includes risk factors.

MMS Response: The MMS has
examined several options relating to
rale of return and decided that a rate of
return should be closely associated with
the cost of money necassary to construct
transpartation [acilities, The MMS has
examined the use of the corporate bond
rate “3 carefully and has concluded
that such rates are reprosentative of the
loan rates on sums of money
comparable to that expected for the
construction of transportation fucilities.

There is no doobt that thers are some
very high risks involved with some oil
and gas ventures, such as wildcat
drilling. However, the risk associaled
with building and developing a pipeline
to mave oil that has already been
discovered s & much different risk. The
risk of default (Anancial risk} is
considered in corporate bond rates.
Considering the risks related to
lransporiation systems, a rate of return
that is based on an applicable corporate
bond rate would be appropriata for
transporiation systems,

The MMS has considersd the prime
rate, the grlme rate plus 5 polnts, one
and one-hslf times the average 20-year
Treasury Blll rate, the Moody's bond
rate, and Standard and Poor's bond rate.
The rate of return used by FERC was not
considered because MMS does not

helieve that the FERC's obligations in
developing tariffe and those of MMS in
developing transportation alowances
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are sulficiently similer o warrant the
use of similar

‘The MMS believes that the wese of an
sppropriate rate oi!' retum bgf’d oo the
corporats bond rate adequa
conalders ‘t}in Hak uoocladtntg‘ﬁg s "
transportation system an t there
no rationsl basis for increesing & rate of
return by arhitrarity o pecoantage
polints simply to increass the allowance
granted to a Alfter carefully
considering the comments snd the
options available, MMS determined that
the rate of retom should ba based on
Standard and Poor's BBR industrial
been tr::;td w:dm )l;l:lll
role. However, becanse of the
substantial and diverse comments on
this issue, MMS intands in the near
futyre to issne & potice of
ralemaking to reconsider the applicable
rate of return for parposes of these
regulations,

Fedons it seres cs ot tpeoptite.

taxes as an ate
expense that shoald be mm
transportation allowance and does not
agree that the rate of return shouid be
incraased to allow for income tax
lisbility.

8. Should MMS retain the provixions
of both Alternative 1 and Alternative 2?

Four industry respondents commented
that MMS should retain both Alternative
1 200 105005, On

200.1 (5) e {n
commenter recommended that both
Alternatives 1 and 2 be Included in any
cost-based methodalogy for
delermination of a tion
allowance. Another industry commenter
recommended that both altematives be
made availabls for use at the lesses’s
election on the basis of an Individoal
transportation arrangement because
:‘;logtio% Eii this approach Wté:ld sasure

e flex to adapt to
unforeseen tywmlme business and
transportation environments. Two
industry respondents stated that MMS
should retain Alternative 1. One
industry commanter stated that it
endorved use of the first altemative
because it gives lesaees some Intitude in
choosing the depreciation method.

One indusiry respondent commented
that MMS should not retain Alternative
2. The commenter stated that this
alternative wonld third
parties to become involved in the
pipeline business, in which case MM3
would absax:llhn fall dauht cost of
transportation provi

Four industry mgdmu commentad
that MMS should adopt Altemative 2
and apply it to a1l axisting and future
transportation Iacilities, One commenter
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stated that limiting Alternative 2 [retura
owly scxiwd tranaporttion eysiens
a transporis
i in the proposed rules and
Alternative 2 should be available
without the limitation imposed by the
MMS. Two commenters stated
that they Alternative 2 has no
Hmit on the deduction under this
alternative. Both toimentars
:?.Z‘s&‘n;“&”‘&ﬁ‘“’mw“““ fat
states thata on
:gnmnm be depreciated once,
ere is no mention of such a capon
Alterngtive 2 and. therefors, it is
presumed that this option has no Umit.
One industry commenter stated that it
believed It was te to inclode
both Alternative 1 Alternative 2 in
any cost-based methodology for
determination of a transportation
allowance.
Ona Industry respondent
recommended that MMS t the
d tion schedule to be adjusted to
additional upltg:vuhi?mt ofa
subsequent purchaser e
additional capital is invested, there is no
double recoupment of capital
investment.

Six industry commenters stated that
MMS’s proposal to disallow
recapitalization {s inequitable. One
tommenter shée;lnglt because tt!.zbis
proposal wound tecognize the
original capital costs. the additional
capital costs which may have been
luvested by the new owner may not be
recovered.

Two industry respondents stated that
althongh they agreed with the concep! of
allowing & rete of return on the

tion facilities, the application
of the allowance is unfalr insofar as a
company using Alternative 1 [L.e., one
with existing facilities) would only be
receiving a return on {nvestment for the
:l;ldaprcdnted investment [or net book
une).

‘Two Industry respondents stated that
e misiskiog walie, Both commentors
a e, commenters
atated that because the intention is to

de the lessee with a rate of retern
his krvested capital be shoold not be
penalived by a diminishing return
caused by tying the return Into a
depraciation option.

Five industry commenters atated that
MMS should allow a lesses to add
sstimated abandonmant costs to its
depreciable capital investment value.
One industty commenter stated that
although MMS hag set out that the
proposed regulations require tion
of salvage values, often the cost
abandonment exceads any salvage
value; consequently, it was suggested
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tha! the sstimated cost of abendonment

regurding

Alternative X in propossd

§ 208.105(b)(5)iv) and concluded that
both alternatives should be retained.
Howrever, under the final rule,
!mmg“b’)émv). Alternative 2 can
only be for transportation facilities
first placed in service after the sffective
date of these regulatiops.

The MMS has considersd the issve of
recapitalization and decided that it was
appropriate for the Government to
fm:hedenad-thndaqmmgq

once.
The MMS has carefully considered the
issue of basing the rate of retarn ou the
basis of a diminishing valoe and has
decided that this procedere is consistent
wﬂhlmslhndin&fomt
allowances and that MMS
continue this poticy for transportation
facllities in operation on the effective
date of these regulations.
Tha MMS has taken the position that
because it does Dot participate in the
profit or losses that could resalt from the
sale of transportation facilities, no costs
should be included in transpartation
allowances.
The final nuiles provida that a
trenzportation system may be
depreciated only ooce, and that the
depreciation scheduls established by the
altered by chxngeinown::g:l

&
The MMS received 19 conuments from
indusiry and 2 comments Som Indans
on the reporting requirements,
§ 208.105{c). in sddition to the comments
already discussed above. The two major
issues of concern relating to the
reporting requirements wer: (1) Usage
o&fi‘slmmg:lﬂmdmtht:dn:d
e allowancs reporting
1.Sbanldm45nqmthepﬁ.?mof
Form MMS-4110?
Six induatry and one Indian
commenter cpposed. the use of Form
MM5—4110. One Indian commenter
stated that there should be more
mouitoring of deductions taken from
royaity and requested that MMS retain

5094999  0077(MX(14-AUO-£7-14:40:43)

industry
commentsr stated that postings
kubmnmbdnmnh

commenter suggested that

No.15be tad Into the new
wxpanded to inchads

Jonses. One

conmuenter stated that the regulations

are not clear whether 8 Form MMS-4110

mmhﬁlﬁoﬁu net of

transparta industcy commenter

also stated thet ia some siteations the

Jesses may not koow & peice s

petted of transportation in thee 10

Form MMMS-£110.

O Indian coxmmeniey staied that the

upon proper

request. The fling of a Form MMS—4110
equates to an “intent to deduct
ransporteton™ The Yion
costs under an arm” conlrect are
separate from the value determination
under such a contract so a Form MMS-
4110 shonld be fled for ttunsportation
md::ﬂmdtndnbo&n‘o-
length non-arm's-length contracts,

In arm's-length situations the
purchaser is reducing the
for a transportation cost and the

of first sale, & traneportafion allowsace
would not be allowed by the

of calendar-year reporting. This indostry
respondent aleo suggestad that ali
existing traneportation allowances
based on cost be extended
untll Apeil 1, 1088, when data for the
1987 allowsnce would be mbmitted.

Fowr other industty commenters

the sraioation of all cerrent
and recommended

continuing allowances in affect for s
period of time beyond the effsctive date
of the regulations io allow for smooth
trapsition. The genetal consensus was
that it wosld be an admivistrative
burden o require the fillog of Porm

commentey propoged a 90-day filing
period for new Forms MMS-£110 that
are submitted for contract revisions,
MMS The MMS concurs
with & 12-month term and the fnal
regulations in § 208.105{c) have been
changsd to provide that a Form MMS-
4110 will be filed by calendar yesr. The
WS corgidered Toarent

wxtending
allowances and § 208.205 {c)1)v} =ad
(c}(2ZX¥) now provide that certain
allowances will continue in effect until
ey expire. In to & grace period
for filing, the tions have been
revised to allow g grece pericd of 3
months for all non-arm’ and no-
coutract situations. The tions in
§ 208.105(c)2 i) allow the lessee 3
mumh‘mngl:lgr MMS-

to 'orm
4110, Alpo, the final regulations at
§ 208.105 (a){1) and [(b)(1) bave been
revised to allow for transportation
allowances 0 be cialied retroaciively
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on MMS and industry associated with
the requirement to make adjustments to
each account, eech month, for sach year.
MMS Respouse: To ease the burden
tesylting from the adjpsstments
tequirement, MMS bas eliminated the

need for many retroactive adjuatments
by accepling arm trect
transpociation costs tive lesane

timely files the Form MMS-4110. For
not-arm ‘s-length and no-contrect
situations, MMS did not sliminate the
ot werimated aantion T
estimated transportation
allowances. The MMS consideced
alternatives such as (1] roiting forwerd
differences into subsequent periods or
{2} using actual data from one petiod
be used a3 the naxt petiod's acteal
;f:;ndnm. but ?bcw &‘;td&a
ure coul inequitable to
lesseas, MMS, Indisn Trides, and Indian
allatiees,
2. Should MMS requlte refunds to be
requested under the refund proceduse
requirement of section 10 of the Outer
Continetital Shelf (OCS) Lands Act?t
One induatry comseenter stated that
refunds for sstimates tendered i axcens
of actual costs should not be judged &8
refunds of & payment of royalty under

SO ORMOO(H-AUC-TI-HI0NG

mction 10 of e OCS Lande Ack, 43
US.C. 13%, batewss aothmaten are nok

3. Payment of tnterest.
Four industry commenters stated that
the MMS-proposed for

procadure
handling intevest paytoents was Dot fatr.
Mmﬂtwh&ﬂ.&o

difference plus any hmmt.uww
troctred.

ay

MMS does a0t abeord e pro reta shate
mwumm“m

FOrar FMT-.[18,32)..0-00-2

A & veriation of thin

sitoations. No change to the Bnal role
wea nade
Four comments were received on

208.105(g), which
: mm‘:ﬁm :td

transpartation allawance rales
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costs™ incurred 1o move or improve the
hydrocarbon for sale downytream,

MMS Rasponse: The MMS has
:}ﬂ:ﬂﬁd&:ﬁ the comments

ting to fot petting

costa back to the lease 1o datermine a
value for royalty purposes. The MMS
remains convinced that the cost-based
allowance procedure for ofl
iransportation allowances is appropriale
{or determining value under a net-back
procedure.

Section 2075 Controct and scoles
agresment retention.

Two comments were received
regarding § 207.5 {formerly proposed as
§ 207.4}, one from industry and coe from
a Siate, The Stale commenter suggested
several modifications to clarify and
insure that sufficient documentation on
oil sales is maintained and made
availabile to FOGRMA-suthorized State
auditors and other anthorized personnel

The indusiry commenter suggested
that the regulations should Hmit the
audit perfod, and thus the time for
record retention, 1o six years. This
would avoid “an
administrative burden” upon industry to
maintain records for an Indefinite
period.

MMS Response: The MMS has
modified the final rule to require lessees
ta maintain and meke availabls all
documents relevant to the valuation of
production.

This Subpart is not the appropriats
place to 2ddress record retention
requirements. The record retention
(gbrov‘:sions are found at § 21251 (a) and

).

Section 3162.74 Royualty rates on oil:
sfiding and step-scale leases {public
land only].

This section was proposed as
$ 202.101. The Bureau of Land
Management [BLM} advised that “the
redesignation Into 43 CFR must be
accomplished prior to finalization of the
proposed M24S regulations under 30
CFR Part 202 becauae the well count
regulations (43 CFR Part 3100) must be
referenced in the new 30 CFR Part 202
The BLM recommended exiensive
changes in this part “regardiess of
whether these regulations remain under
30 CFR or are reassigned to 43 CFR.”

MMS Response: No changes to the
propesed section will be made in the
final rule. However, because this
regulation is the responsibility of the
BLM, it is being redesignated as 43 CFR
3162.7-4. Afier redesignation, BLM may
elect to make certain revisions. MMS
has corrected typographical errors
which appeared in the proposed rule,
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V. Procedural Matters
Executire Order 12291

The Depattment of Iterior (DOT) has
determined that this docwmnent is not 2
major ruls and does not require a
regulatory analysis under Executive
Order 12291, This
consolidates Federal and oil

ty valuation regulations; clarifies

I ail royalty valuation and ofl
tranisportation allowance policy; and
provides for consistent royalty valuation
policy emong ali leasable minerals.

Regulatory Flexibility Act

existing

regulations for consistent application,
there are no significant additional
requirements or burdens placed upon
small business entities a3 & result of
implementation of this role. Therefore,
the DOI has determined that this
rulemaking will not have a significant
economic effect on & substantial number
of small entities and does not require a
regulatory flexibility analyxis under the
Regulatory Flaxibility Act {5 US.C. o01.
et s2q.).

Lessee reporting requirements will
Increese approximately $4 million. All
oil posted price bulletins or sales
contracts will be required to be
submitted only upon request, or only in
support of a lessee’s valuation proposat
in unique situations rather than
routinely, as under the existing

regulations.
FPaperwork Reduction Act of 1900

The information collection and
recordkeeping requirements located at
§§ 208.105, 2074, and 210.55 of this role
have been a by the Office of
Management end Budget (OMB) under
44 U.8.C. 3504{h), and assigned OMB
Clearance Number 1010-0081.

National Environmentol Policy Act of
1969

It is hereby determined that this
rule does nol constitute a major
Federal action significantly affecting the
quality of the human environment and o
detailed gtatement pursuant to section
102(2)(C) of the National Environmental
Policy Act of 1000 (42 U.S.C. 4332(2){C))
is not required.

List of Subjecis
30 CFR Part 202

Continental shelf, Government
contracts, Minetal royslties, Oil and gas
explotation, Public lands—mineral
resoutces, Reporting and recordkeeping
requirements.
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30 CFR Part 203

37 CFR Part 200

Continental shelf. Ceothermal energy.
Covernment contracts, Mineral
royalties, Oil and gas exploeation, Public
lands—mineral resources.

30 CFR Part 207

royulties, Public lands—mineral
resources, Reporting and recordkeeping
requiremants.

30 CFR Part 210

Continental shelf, Geothermal energy,
Government contracts, mineral
royaliies, Ol and gas exploration, Public
lands-—mineral resources. Reporting and
recordkeeping requirements,

30 CFR Part 241

procedure.,

Mineral royalties, Oil and gas
exploration, Penalties, Public lands—
mineral resources, Reporting and
recordkeeping requirements.

43 CFR Part 3180

Government contracls, Indian-isnds,
Land Management Bureaun, Mineral
royalties, Oil and gas exploration,
Penalties, Public lands—mineral
resources, Reporting and recordkeeping
requirements.

Date:

Asaistont Secretory—Lond end Minercls
Mancgement. :

For the reascns set out in the
preamble, 30 CFR Parts 202, 203, 208,
207, 210, 241, and 43 CFR Part 31680 are
amended as follows:

TITLE 30—MINERAL RESOURCES

CHAPTER C—IMERALS MANAGEMENT
SERYICE, DEPARTMENT OF THE INTERIOR
Subchapter A—Royaity Manegement
PART 202—ROYALTIES

1. The aunthority citation for Part 202 is
revised to read as follows:

Authority: 25 U.S.C. 298 el seq.: 25 USC.
3004 ¢t sey;.: 25 U.S.C. 2101 ¢/ 0. 0 USC.
181 ef 329, 30 US.C. 351 ol 00 0 US.C.
1001 #f 509 30 U.S.C. 1701 of seg.; 43 US.C.
1301 ef seq.; 43 US.C. 1351 o 20¢.; and 43
US.C. 1801 ot 300

2. 30 CFR Part 202 is amended by
revising the part title and the titles of
Subparts B, C, and D to tead as follows:
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PART 202--ROYALTIES 8. 30 CFR Part 202, Subpart C, is or disposing of the prodoction were the
amended by revising newly lessee of the Federal or Indian leass.
Subpart B—Oll, Gas, and OCS Sultur, redesignated § 202.100 {formerly
General § 202.150) and by adding § 202.101 to §202.101 Standards for reporting and
read as follows: paying royalities,
barrels of clean ofl of 42 standard
4 Gm Sac.
‘S;hpﬁﬂb'i-!’m“m 202100 Royalty on ol gallons {231 cubic inches each) at 80 °F.

§5 202,100 through 207.103  [Removed]

3. Sections 202100, 202.101, 202.102
and 202.103 under Subpart C are
removed.

3} 202,150, 202.151 rd 202,152
{Redesignated as §§ 202.100, 202.53 and
202521

Subpart O (35 202.150 through 202.151)
[ Reserved]

Sections 202.150, 202.151 and 202.152
under Subpsrt O zre redesignated as
new § 202.100 under Subpart C and
§3§ 202 53 and 202.52 under Subpart B,
respectively, and Sabpart D is reserved

4. In Subpart B, add ncw § 202.51 and
revise §§ 202.52 and 202.53 {formerly
§§ 202152 and 202.151, respectively) to
read as follows:

Subpart B—03), Gas, and OCS Sultur,
Ganeral

Sec

20251 Scope and definitions.
23252 ties.

20253 Minimum royalty.

Subpart 8—0{1, Gas, and Suffur,
General

§ 20251 Scope and Jrfinitions.

(a) This part is applicable to Federal
and Indian (Tribal and sllotted) oil and
gas leases (except leases on the Osage
Indian Reservation, Osage County,
Oklahoma) and OCS sulfur leases.

{b) The definitivna in Subparis C, D,
and I of Part 206 of this Title are
applicable to Subparts B, C, D, and | of
this part.

§ 20252 Royaities.

{a) Royalties on oil, gas, and OCS
sutfur shall be al the royalty rate
specified in the lease, ynleas the
Secretary, pursuant to the provisions of
the applicable mineral leasing laws
reduces, or in the case of OCS leases
redoces or eliminates, the royelty rate or
net profit share set forth in the lease.

{b) For purposes of this Subpart, the
use of the term “royaltyfies]” includes
the term “net profit share(s)".

§ 20253 Minknum royalty.

For leases that provide for minimum
royalty peyments, the lessee shall pay
lthe minimum royalty as specified in the
ease,

5094999 0030(0SX14-AUG-27-14:42:21)

202101 Standards for reporting end paying
toyalties.

§202100 Royaity on ol

{a) Royalties due on ofl production
from Jenses subject to the requirements
of this part, including condensate
separated from gas without processing,
shall be at the royaity rate established
by the terms of the lease. Royalty shall
be paid in value unless MMS requires
payment *n kind. When paid in value,
the royalty due shall be the value for
royalty purposes determined pursuant to
Part 208 muitiplied by the royalty rate in
the lcase,

{b] All of! (except oil unavoidably lost
from the lease site or used on, or for the
benelit of, the lease, including that oil
used off-lease for the benefit of the lease
when such off leese now Is permitted by
the appropriate agency) produced from a
Federal or Indian lease o which this
Part applies is subject to royalty, Where
the terms of any lease are inconsistent
with this section, the lease terms shall
govem to the extent of that
inconsistency.

{c) If BLM determines that ol was
avoidably lost of wasted from an
onshare lease, or that oil waz drained
from an onshore lease for which
compensator: royalty is due, or if MMS
determines that oil was avoidably lost

or wasted from an offshore Jease, then
the value of that ¢l shall be determined
in accordance with Part 208,

(d) In those instances where the
lessee of any lease committed to a
fedecally approved unitization or
communitization agreement does not
actnally take the proportionate share of
the agreemant production atiributable to
its lease under the terms of the
agreement, the full share of uction
attributable to the lesse under the terms
of the agreement nonetheless is subject
to the royalty pa, ment and reporiing
requirements of this Title. The value for
royalty purposes of that production will
be determined in accordance with Part
2008. In applying the requicements of Part
206, the circum stances involved in the
actual disposition of the portion of the
production to which the lessee was
entitled but did not take shali be
considered as controlling in arriving at
the value for royalty purposes of that
poction as if the person actually selling

F4701.FMT..{16,32]...8-06-87

When reporting oil volumes for royalty
purposes, corrections must have been
made for basic sediment and water
(BS&W) and other impurities. Reparted
American Petroleum Institute {API) ofl
gravities are to be those determined in
accordusice with standard industry
procedures after correction to 60 °F.

PART 203—RELIEF OR REDUCTION IN
ROYALTY RATE

1. The authority citation for Part 203 is
revised tg read as follows:

Authority: 25 US.C 398 of seq: 25USC.
300a ol 22q.: 25 US.C. 2101 of e 0 USC.
81 et seg: WV USC 351 et 0oz B USLC.
1001 of peq.: 30 U.S.C. 51701 of seg. 43 US.C.
1301 ¢f soq.: 43 US.C. 1331 ef zeg. and 42
US.C. 1001 of seq.

2. 30 CFR Part 203 is amended by
revising the titles of Subparts B, C, and
D) to read as follows:

Subpart B—OU, Gas and OCS Suttur,
General

Subpart C—Federal and Indian Ol
[Reserved]

Subpart D—Federal and Indian Gzs
[Reserved]

$203.100 [Removed)

3. Section § 203.100 under Subpart Cis
removed.

§$203.150 [Redesignated ae § 203.50]
Subperts C and D [Reserved]
Section 203.150 under Suboart D is

redesignated as § 203.50 under Subpart
B, and Subparts C and D are reserved.

PART 206—PRODUCT VALUATION

1. The authority citation for Part 206 is
revised to read as follows:

Authorfly: 25 US.C. 398 ef seg- 25 USC
3008 ef seq.: 25 US.C. 2101 ef 229- 0 US.C.
181 2f seg,; 30 U.S.C. 351 et seg.- 30 US.C.
1001 ¢ s2q.; 30 US.C. 1701 £t seq.: 43 US.C.
1301 of seq: 43 US.C. 1331 ¢f seq: and 43
U.S.C. 1801 of se0.

2. 30 CFR Part 208 1s amended by
reviaing the titles of Subparts B, C, and
D to read as follows:
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Subpert 500, Ges, and OCS Sulfur, indirectly from ﬂnburuhthtuncfa *Gathering” meuns the movement of
Generai—{Reserved) the oil. For purposes of this subpart, two  lease production to a central
persons are affiliated if one person accumulation or treatment point on the
Subpart C—Federal and Indian OF controls, is controlled by, or is under lerse, unit or communitized area, or to a
common control with another person. central accumulation or treatment point
Subpert D—Federal and Indien Gas—  For purposes of this section, based on off the lease, unit, or communitized area
[Reserved] lhnhnu-mcnﬂi:.ogf of the uap%mvedbymlt;r%ocsmd
voting securi an entity, or based opersiions personne. ore
$1 200.103 and 206.704 [Removed] onothsrfoxmsofawnznhg- oﬁahmlsuu,mpoc?irvely.

3. Sections 206.103 und 206.104 are
remaved.

4. 30 CFR Part 208, Sobpart C, is
amended by adding new §§ 208.103 and
206.104 and by revising §§ 208.100,
206.101, 208.102, and 208.105 to read as
follows:

§ 208.100 Purpose and scopa.

() This subpart is ble to all oil
production from Federal and indlan
(Tribal and allotted) ofl and gas leases

{except leases on the Osage Indisn
Reservation, Ossge County, Cklahoma).
(b) If the specific provisions of any
statule, treaty, or oil and gas lease
subject (o the requirements of this Part
are inconsistent with any regulation in
this Part, then the statate, treaty, or
lease shall govern to the
extent of that inconsigtency.

{c}) All royalty payments made to

{d)} The regulations in this part are
intended 10 ensure that any
respaasibilities of the United States with
respect to the sdministration of Indisa
oil and gus feases are in
accordence with the requirements of the
governing mineral leasing laws, treaties,
and lease terms.

§208.101 Definitions.

For the purposes of this part (and
Parts 202, 203, 207, 210, and 241 of this
chapter):

“Allowance” means an approved or
an MMS-initially sccepted daduction in
determining value for royalty purposes.
*"Transportation allowance™ means an
atlowance for the reasonable, actual
costs incurred by the lesses for maving
oil to a point of sale or point of delivery
off the lease, unit area, or communitized
area, excluding gathering, or an
approved or MMS-initially eccepted
deduction for costs of such
transportation, determined pursuant to
this subpant.

“Area” means a geographic region at
least as large as the defined limits of an
oil and/or gas field in which ofl and/or
8as lease products have similar quality,
ecanomic, and legal characteristics.

“Arm's-length contract™ means a

independen
which reflects the total consideration
sctually transferred directly or

5-0M499% 008105 I4-AUG-£7-14:42:24)

(a) Ownership in excess of 5 percent
constitutes controk

(c)OwnmhipoﬂeuthtnMpm:ent
creates a presumption of noncontrol.

either by blood or by marriage, are not
'o—leaﬁthcmhcu.'l‘hem:my
require the lesses to certily ownership
control To be considered arm’s-length
ior any production manth, & contract

generally accepted
accounting and anditing standarda, of
mynltypajmtcomp!imceacﬁﬁﬁes of
or other interest holders who

Affuirs of the Department of the Interior.
“BiM" means the Bareww of Land

Mamszmanuflhnepumtoﬂhe

"Conder.u.n means Hquid
hydrocarbons {normally exceeding 40
degrees of AP gravity) recovered at the
surface without resorting to processing.
Condensate is the mixture of liquid
hydmcarbomf;atmuiuﬁ-om
condensation of petroleum
hydrocarbons existing initially in a
underground

“Contract” means any oral or writien
agremhmdndtnglmdmenhor
revisions thereto, between two or more
persons and enforceable by law that
with due consideration creates an
obligation.

*Field” means a geographic region
situated over ane or more subsurface oil
and gas reservoiry encompassing at
least the outermost boundaries of all oil
and gzs accumulations known to be
within those reservoirs vertically
eits e vally gven aamaca and e

are given nemes and their
official boundarfes are often designated
bydllndpzngnhmagmduinthe
respective states in which the fields zre

*Gross proceeds™ (for royelty
payment purposes] means the total
monies and other consideration paid to
an of! and gas lesses for the tion
of the oil. Gross proceeds but
is not limited to, payments to the lessee
forceruinmicesmchudehydntion.
measursment, and/or gathering to the
extent that the lessee is obligated to
perform them at no cost to the Federal
Government or Indian lessor. Gross
proceeds, as applied to oil, also
includes, but is not lmited to:
reimbursements, including, bt not
Hmitedlo.reimtg:emmufarhsrbeﬁng
or terminalling Tax
reimbursements are part of the gross
proceeds accruing to a lessee even
though the Federal or Indian royalty
interest may be exempt from taxation.
Payment or credits for advanced

are made before production commences
become part of gross proceeds as of the
time of first production. Monles and
other consideration, including the forms
of consideration identified in this
paragraph, to which a lessee is
contractually or legally entitled but
which it does not seek to collect through
reasonable efforts are also part of gross
proceeds.

“Indian allottee™ means any Indian for
whom land or an interest in land is held
in trust by the United States or who
holds title subject to Federal restriction
against alienation.

“Indian Tribe™ means any Indian
Tribe, band, nation, pueblo, community,
rancheria, colony. or other group of
Indians for which 2ny land or interest in
land is held in trust by the United States
or which is subject to Federal restriction
against alienation.

“Lease™ means any coatract, profit-
share arrangement, joint venture, or
other agreement issued or approved by
the United States under & mineral
leasing law that authorizes exploration
for, development ar extraction of. or
removal of lease products—or the land
area covered by that apthorization,
whichever is required by the context.

“Lease prociucts™ mesns sny leased
minerals attributable to, oﬁginati.ng
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from, or sllocated to Outer Continental  The kurogen upon distillation will yield  to this section less applicable
Shelf, onshore Federal or Indian leages.  liquid and gasecus allowances determined pursoant to this
“Lessee™ means any person to whom “Cuter Continentsl Shelf iOCS]" subpart.

the United States, an Indian Tribe, or an
Indian allottee issues @ lease, and any
person who has been assigned an
obligation to meke royalty or other
payments required by the lease. This
includes any person who has an interest
in a lease as well as an cperator or
payor who has no interest in the lease
but who has assumed the royalty
payment responsibility.

“Like-quality lease products” mcans
lease products which have similsr
chemical, physical. and legal
characteristics.

“Load oil" means any ofl which has
been used with respect to the operation
of oil or gas wells for wellbore
stimulation, workover, chemical
treatment, or production purposes. It
does not include oil used at the surface
to place lease production in marketable
condition.

“Markeiable condition™ means lease
products which are sufficiently free from
impurities and otherwise in & condition
that they will be accepted by =
purchaser under a sales contract typical
for the Field or area.

“Minimum royalty” means that
minimam amount of anrmal royalty that
the lessee must pay as specified in the
iease or in applicable leasing
regulations.

“Net-back method” {or work-back
method) means a method for calculating
market value of oil at the lease when
value cannot be calculated on the basis
of oil of comparable value. Under this
metbod costs of transportstion,

or manufacturing are
deduﬂed from the uitimate proceeds
received for the oil and any extracted,
processed, or manufactured products to
ascertain value at the lease.

“Net profit share™ (for applicable
Federal and Indian lessees) means the
specified share of the net profit from
production of vil and gas as provided in
the agreement.

“(il" means a mixture of
hydroczrbons that existed in the liquid
phase in natural underground reservoirs
and remains liquid at atmospheric
pressure after passing through surface
separaling facilities and is marketed or
used as such. Condensate recovered in
lease separators or field facilities is
considered {o be cil. For purposes of
rayalty valuation, the term tar sands is
defined separately from ofl

“0il shale” means a kerogen (i.e.,
fossilized. insoluble, organic material)
bearing rock. Separation o1 kerogen
from oil shale may take place in situ or
in surface retorts by various processes.

5-054999 0082{05)14-AUG-$T-14:4223)

mears all submerged lands lying
seaward and outside of the area of
lands beneath navigable waters as
defined in Section 2 of the Submerged
Lands Act {43 U.8.C. 1301) and of which
the subsoil and seabed sppertain to the
United States and sre subject to its
furisdiction and control.

"Person™ means any individual, firm,
corporation, associstion, pertnership,
sonsortium, or jolnt venture.

“Posted price™ means the
specified in avadla ted
price hn.u;"f'f&‘lmg ;.f.;’;'.
terminal postings, or o ce notices
pet of all adjustments for quality (eg..
AP gravity, sulfur content, etc.) and
jocation for of] in marketable condition.

“Processing™ means any process
designed to remove elements or
compounds (hydrocarbon and
nonlrydrocarbon) from ges, including

absorption, adsorption, or refrigeration.
Field processes which normally take
place on or near the lease such as
patural pressure reduction, mechanical
separation. heating. cooling,
dehydration, and compression are not
considared processing. The changing of
pressures and/or temperatures in a
reservoir is 0ot considered processing.

*Section 6 lease™ means an OCS lease
subject to section B of the Outer
Continental Shelf Lands Act, as
amended, 43 US.C. 1335.

“Selling arrangement” means the
individual contractual arrangements
under which sales or disposttions of oil
are made. Selling arrangements are
described by lustration in the MMS

Royalty Manxgement Program [0l and
Gas or Solid Minerals) Payor Handbook.

“Spot ssles agreement” means a
contract wherein a seller agrees to sell
to a buyer s specified amount of ail at a
specified price over a fixed period,
usually of short duration, which does
not require a cancellation notice to
terminate, and which does not normally
contain an obligation. nor imply an
intent, to continne in subsequent
periods.

“Tar sands” means any consolidated
or unconsolidated rock (other than coal,
ofl shale, or gilsonite) that either
contains a hydrocarbonaceous material
with a gas-free viscosity greater thrn
10,000 centipoise at original reservoir

§208.102 Valustion standards.

{a){1) The value, for royalty purposes,
of oil from leases subject to this subpart
shall be the value determined pursuant

F4701.FMT..[16,32)...8-06-87

(2)(i) For any Indien leases which
provide that the Secretary may consider
the highest price paid or offered for a
mejor portion (major portion) in
determining value for royalty purposes,
if data are available to compute @ major
portion, MMS will, where practicable,
compare the value determined in
accordance with this section with the
malor portion. The value to be used in
determining the value for royalty
purposes shall be the higher of those
two values unless MMS determines that
*he value for royalty purposes
determined in accordance with the other
provisions of this section is the highest
reasonable royalty valze.

{1} For purposes of this paragraph,
major portion means the highest price
peid or offered at the time of production
for the major portion of oil production
from the same field. The major portion
will be calculated using like-quality il
sold from the same field (or, if necessary
to obtain a reasonable sample, from the
same grea) for each month. All such oil
production will be arrayed from
price to lowest price (al the bottom). The
major portion is that price at which 50
percent {by volume) plus 1 barre] of the
ail (starting from the boftom] is sold.

{bj(1) The value of ofl which is sold
pursuant o an arm's-length contract
shel] be the gross proceeds accruing to
the lessee. The value which the lessee
reports for royalty purposes is subject to
monitoring, review, and sudit. In
conducting these reviews and audits,
MMS will determine whether the
contract reflects the total considerstion
actuaily transferred either directly or
indirectly from the buyer to the seller for
the oil, or whether there may be factors
which would cause the contract not to
be arm’s-length. The MMS may direct a
lessee to pay royalty based upon a
different value if it determines that the
lessee’s reported value is inconsistent
with the requirements of these
regulations.

(2) The MMS may require a lessee to
certlfy that its arm’s-length contract
provisions include all of the
consideration to be paid by the buyer
for the oil

(c} The value of oil production from
leases subject to this section which is
pot sold pursuant to an arm’s-length
contract shall be the reasonable value
determined in accordance with the first
applicable of the following paragraphs:

(1} The lessee’s contemporaneous
posted prices or oil sales contract prices
used in arm's-length transactions for
purchases or sales of significant
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quantities of like-quality oil in the same
fleld or area; if the lessee makes arm’s-
length purchases or sales at different
postings or prices, then the volume-
weighted average price for the
purchases or sales for the production
month reported on Form MMS-2014 will
be used;

(2) The arithmetic average of
contemporaneous posted prices used in
arm’ s-length transactions by persons
other than the lessee for purchases or
sales of significant quantities of like-
quality ail in the same field or area;

(3) The arithmetic average of other
contemporaneous arm’ s-length contract
prices for purchases or sales of
significant quantities of like-quality il
in the same area or nearby aress,

(4) Prices received for arm’s-length
spot sales of significant quantities of
like-quality oil from the same field or
area, and other relevant matters,
including information submitted by the
lessee concerning circumstances unique
to a particular lease operation or the
saleability of certain types of ail;

(5) If an appropriate value cannot be
determined using paragraphs (c)(1)
through (4), a net-back method or any
other reasonable method to determine
value may be used; and )

(6) For purposes of this subsection, the
term lessee includes the lessee's
designated purchasing agent, and the
term contemporaneous means postings
or contract prices in effect at the time
the royalty obligation is incurred.

(d) Any Federa or Indian lessee will
make available upon request to the
authorized MMSS, State, or Indian
representatives, or to the Office of the
Inspector General of the Department of
the Interior, the General Accounting
Office or other persons authorized to
receive such information, arm’s-length
sales and volume data for like-quality
production sold, purchased or otherwise
obtained by the lessee from the field or
area or from nearby fields or areas.

(e)(I) Where the vaue is determined
pursuant to paragraph (c) of this section,
the lessee shall retain all data relevant
to the determination of royalty value.
Such data shall be subject to review and
audit, and MM S will direct a lessee to
use a different value if it determines that
the reported value is inconsistent with
the reguirements of these regulations.

(2) A lessee shall notify MM S if it has
determined value pursuant to
§ 206.102(c)(4) or (5). The notification
shall be by letter to the MMS Associate
Director for Royalty Management or
his’her designee. The letter shall
identify the valuation method to be used
and contain a brief description of the
procedure to be followed. The
notification required by this section is a

one-time notification due no later than
the month the lessee first reports
royalties on a Form MMS-2014 using a
vauation method authorized by

§ 206.102(c) (4) or (5) and each time
there is a change from one to the other
of these two methods.

(f) If MMS determines that a lessee
has not properly determined value, the
lessee shdll pay the difference, if any,
between royalty payments made based
upon the vaue it has used and the
royalty payments that are due based
upon the value established by MMS.
The lessee shall also pay interest
computed pursuant to 30 CFR 218.54. If
the lessee is entitled to a credit, MMS
will provide instructions for the taking
of that credit.

g) The lessee may request a value
determination from MMS. In that event,
the lessee shall propose to MMS a value
determination method and may use that
value for royalty payment purposes until
MMS issues a value determination. The
lessee shall submit all available data
relevant to its proposal. MMS shall
expeditiously determine the value based
upon the lessee’s proposal and any
additional information MM S deems
necessary. That determination shall
remain effective for the period stated
therein. After MMS issues its
determination, the lessee shall make the
adjustments in accordance with
paragraph (f) of this section.

(%] otwithstanding any other
provision of this section, under no
circumstances shall the value for royalty
purposes be less than the gross proceeds
accruing to the lessee for lease
production, less applicable allowances
determined pursuant to this subpart.

(i)(1) The lessee is required to place
oil in marketable condition at no cost to
the Federal Government or Indian lessor
unless otherwise provided in the lease
agreement or this section. Where the
value established pursuant to this
section is determined by a lessee's gross
proceeds, that value shall be increased
to the extent that the gross proceeds
have been reduced because the
purchaser, or any other person, is
providing certain services the cost of
which ordinarily is the responsibility of
the lessee to place the oil in marketable
condition.

(2) If the lessee incurs extraordinary
costs for the gathering, desulfurization
or storage of oil from frontier or deep
water areas and those costs relate to
unusual or unconventional operations, it
may apply to MMS for an allowance.
Such an alowance maybe granted only

if:

(i) The costs are associated with
leases located north of the Arctic Circle,
or the costs are associated with offshore

leases |ocated in water depths in excess
of 400 meters; and

(i) The lessee can demonstrate that
the costs are, by reference to standard
industry conditions and practice,
extraordinary, unusual, or
unconventional.

(3) The MM S shall determine the
amount of the extraordinary cost
alowance which shall remain in effect
for the period specified in the approval,
not to exceed 1 year. To retain the
authority to deduct the allowance, the
lessee must report the deduction to
MMS at the end of the approval period,
and annually thereafter, in a form and
manner prescribed by MMS. MM S
annually shall reconsider whether a
unique production operation will
continue to be eligible for an
extraordinary cost alowance
determined In accordance with this
subsection. Extraordinary cost
alowance deductions are subject to
monitoring, review, audit. and
adjustment.

(i) Value shall be based on the highest
price a prudent lessee can receive
through legally enforceable claims under
its contract. Absent contract revision or
amendment, if the lessee fails to take
proper or timely action to receive prices
or benefits to which it is entitled, it must
pay royalty at a value based upon that
obtainable price or benefit. Contract
revisions or amendments shall be in
writing and signed by al parties to an
arm’ s-length contract. If the lessee
makes ti melg application for a price
increase or benefit allowed under its
contract but the purchaser refuses, and
the lessee takes reasonable measures,
which are documented, to force
purchaser compliance, the lessee will
owe no additional royalties unless or
until monies or consideration resulting
from the price increase or additional
benefits are received. This paragraph
shall not be construed to permit a lessee
to avoid its royalty payment obligation
in situations where a purchaser fails to
pay, in whole or in part or timely, for a
quantity of oil.

(k) Notwithstanding any provision in
these regulation to the contrary, no
review, reconciliation, monitoring, or
other like process that resultsin a
redetermination by the MMS of value
under this section shall be considered
final or binding as against the Federal
Government, its beneficiaries, the Indian
Tribes, or alottees until the audit period
isformally closed.

(2) Certain information submitted to
MMS to support vauation proposals,
including transportation allowances or
extraordinary cost allowances, is
exempted from disclosure by the
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Freedom of Information Act, 5 U.5.C.
552, or other Federal law. Any data
specified by law to be privileged,
confidential, or otherwise exempt, may
be maintained in a confidential manner
in accordance with applicable laws and
regulations. All requests for information
about determinations made under this
Par! are lo be submitted in accordance
with the Freedom of Information Act
requiation of the Department of the
Interior, 43 CFR Part 2. Nothing in this
section is intended to limit or diminish
in uny manner whatacever the right of
an Indian lessor 1o obtain any and all
information to which such lessor maay be
lawtfully entitled from MMS or such
lessor's lessee directly under the terms
of the lease, 30 U.5.C. 1733, or other
applicable law.

§206.103  Point of royalty settiecvent.

(2){1) Royalties shall be computed on
the quanlity and quality of oil as
measured at the point of settlement
approved by BLM or MMS for anshore
and offshore leases, respectively.

{2) If the value of oil determined
pursuant to § 208.102 s based upon a
quantity and/or quality different from
the quantity and/or quality at the point
of royalty setllement approved by the
BLM for onshore leases or the MMFS for
offshore leases, the value shall be
adjusted for those differences in
quantity and/or quality.

{b) No deductions may be made from
the royalty volume or royalty value for
aciual or theoretical losses. Any actual
loss thal may be sustained prior to the
royally settlement metering or
measurement point will not be subject to
royalty provided that such actual loss is
determined to have been unavoidable
by BLM or MMS, as appropriate.

(c) Except as provided in paragraph
(b) of this section, royalties are due on
100 percent of the volume measured at
the approved point of royalty settlement,
There can be no reduction in that
meusured volume for actual losses
Leyond the approved point of royalty
settlement or for thearetical loases that
ire claimed to have taken placa either
prier to or beyond the approved point of
royalty settlement. Royalties are due on
100 percen! of the value of the oil as
provided in this part. There can be no
deduction from the value of the oil for
royalty purposes to compensate for
actual losses beyond the approved point
of royalty settlement or for thegretical
lossas that are claimed to have taken
place either prior 1o or beyond the
appraved point of royalty settiement.

S-0MWY  DRMUSR14-AUG-3T-1442:H4)

§208.104 Transportation allowances—
general.

(2) Where the valus of oll haa been
determined pursuant to § 206.102 al a
point (e.g. sales point or point of value
determination) off the Jease, MMS shall
allow a deduction for the reasonable
actual costs incurred by the leasee to:

(1) Tranapori oil from an onshore
leass to the point off the lease; provided,
however, that for onshore leases, no
transporiation allowance will be
granted for iranaporting oil taken as
royalty in kind; or

2) Tranaport oil from an offshore
lraze to the point off the lease; provided.
however, that for oil taken as royalty in
kind, a transportation allowence shall
be provided for the reascnable actua!
cos's incurred to transport that oil to the
delivery point specified in the contract
between the royalty in kind oil
purchaser and the Federal Governzent.

(b)(1} Except as provided in paragraph
(b){2} of thin section, the tranzportation
allowance deduction on the basis of a
selling arrengement shall not exceed 50
percent of the value of the ol at the
point of sals a3 determined pursuant to
§ 206.102. Transportation costs cannot
be transferred between salling
atrangements o to other products.

{2} Upon request of & lesaee, MMS
may approve A transportation allowance
deduction in excess of the limitation
prescribed by paragraph (b)(1) of this
section. The lessee must demonstrate
that the transportation costs incurred in
excess of the limitation prescribed in
pamgra%h (b){1) of this section were
reasonable, actual, and necessary. An
application for exception shall contain
all relevant and supporting
documentation necessary for the MMS
10 make a determination. Under no
circumstances shall the value for royalty
purposes under any selling arrangement
be reduced to zero.

(¢ Tranaportation costs must be
allocated araong all products produced
and transported. However, no
transporiation deduction shall be
allowed for products which are not
royalty bearing. Transportation
atlowances for oil shall ba expressed as
dollars per barrel.

(d) If, after a review and/or audit,
MMS determines that a lessee has
improperly detarmined a tranaportation
allowence authorized by this Subpart,
then the lessee ahall pag any additional
royalties, plua interest determined in
accordance with 30 CFR 218.54, or shall
be entitled 1o a credit, without interest.

F200.108 Detsrmination of raneportation
allowances.

{n) Arm's-length trensportation
contracts. (1) For transportation costs
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incurred by a lessee pursuant to an
srm's-length contract, the iransportation
allowance shall be the reasonable
actual coats Incurred by the lessee for
transporting oil under that contract,
subject to monitaring, review, audit, and
adjuatment, Such allowances shall be
subject to the provisions of paragraph ()
of this section. Before any deduction
may ba taken, the lesses must submit a
completed page one of Form MMS—4110,
Qil Transportation Allowance Repart, in
accordance with paragraph (c)(1) of this
section. A tranaportation allowance may
ba claimed retroactively for a period of
not more then 3 months prior to the first
day of the month that Form MM5-4110
is filed with MMS, unless MMS
approves a longer period upon a
showing of good cause by the lessee.

{2) If an arm's-length transportation
contract includes more than one liquid
product and the transportation costs
attributable to each product cannot be
determined from the contract, then the
total transportation costs shall be
allocated in a consistent and equitable
manner to each of the liguid products
transported in the same proportion ea
the ratio of the valume of each product
{including water) to the volume of all
liquid products. No allowance may be
taken for the coata of transparting lease
production which is not royalty bearing.

(3) If an arm’s-length transportation
contract includes both gaseous and
liquid products, and the transportation
costs attributable to each product
cannot be determined from the contract,
the lesse# shall propose an allocation
procedure to MMS. The lessee may use
the oil transportation allowance
determined in sccordance with its
proposed allocation procedure until
MMS issues its detarmination on the
acceptabllity of tha cost allocation. The
leasee shall submit all available data to
support {ts praposal. The initial proposal
must be submitted by {insert the Jast
day of the month which is 3 months
after the last day of the month of the
effective date ofy these regulations] or
within 3 months after the lust day of the
motth for which the lesses requeste a
transporiation allowance, whichever is
latar (uniess MMS approves a lunger
period). The MMS shall then determine
the ofl transportation allowance based
upon the leasee's proposel and any
additiona! information MMS deems
necessary. No allowance may be taken
for the costs of transporting lease
production which is not royalty bearing.

(4) Where the lessee’s payments for
transportation under an arm's-length
contract are not on a dollar per unit
basis, the lessee shall convert whatever
conaideration is paid to a dollar value
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equivalent for the purposes of this
section.

{5) Where an srm's-length aales
contract ptice ot a posted price Includes
& provision whereby the listed prica is
reduced by » transportation factor,
MMS will not consider the
transportation [sctorto be a
\ransportation allowance. The
transportation {actor may be used in
delermining the lessee's gross proceeds
for the sale of the product. No additional
transportation allowance will be
granted in such circumstances.

{b} Nor-arm's-length or no controct.
[1) If & lessce has & non-arm's-length
tranaportation contract or has no
contract, including thosa situations
whare the lesses performs
Iranspartation services for itself, the
transportation allowance will be based
upon the lesses's reasonable actual
costs as provided In this subsection, All
transportation allowances deducted
under a non-arm's-length or no contract
situation are subject to monitoring,
review, audit, and adjustment. Bafore
any estimated or actual deduction may
be taken, the lessee must submit a
completed Form MMS—4110 in its
entirely in accordance with
§ 206.105(c](2). A transportation
allowance may be claimed retroactively
for a period of not more than 3 months
prior ta tha firat day of the month that
Form MMS5-4110 is filed with MMS,
unless MMS approves a longer period
upon a showing of good cause by the
lesses. The MMS will monitor the
allowance deductions to determine
whether lesseas are taking deductons
that are reasonable and allowable.
When necessary or Ippr:glﬁlte. MMS
may direct a lasaee to modily its
estimated or actual transportation
allowance deduction.

{2] The tranaportation allawance for
non-arm's-length or no contract
situntions shall be based upon the
lessee's actual costs for transportation
during the reporting period, including
operating and maintenance expenses,
overhead, and either depreclation and a
return on undeprecinted capital
invastment in accordance with
paragraph {b){2)(iv])[A) of this section, or
8 cost equal 1o the inltial capital
investment In the transportation system
multiplied by the rate of return
{determined pursuant to paragraph
{b)(z){v) ol this section) in accorgmco
with paragraph (b}{2}(iv)(B) of this
section. Allawable capital costa are
generally those for depreciable fixed
assels (including coats of delivery and
installation of capital equipment) which
are an inlegral part of the transportation
system,
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(1) Allowable operating expanses
include: Operations supervision and
enfineaﬂng: operations lahor; fuel;
utilities; materials; ad velorem property
taxes: rent; supplies; and any other
directly allocable and attributable
operating expenss which the lasses can
document,

{il) Allowable maintenance expenses
include: Malntenance of the
tranaportation system: maintsnance of
emﬁpmnt: maintenance labor; and
other direcily allocable and attributable
maintenance expenses which the lesses
can document.

(ii} Overhaad directly attributable
and allocable to the operation and
maintenance of the transportation
system is an allowable expense. State
and Fadera] incoma taxes and
severance taxes and other fees,
including royalties, are not allowable
sxpenses,

(iv] A lessea may use either
depreciation [paragraph [b){2)(iv](A) of
this saction) or a return on depreciable
capitul investment (paragraph
{9)(2)(iv)(B} of this aection). Once a
lesses has elected to use either (A} or
(B} {or a transportation system, the
leszee may not later elect to change to
the othar alternative without approval of
the MMS.

{A) Te compule depreciation, the
lessee may elect to use either a straight.
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation
systam services or on a unit-of-
production method. After an election is
made, the lesses may not change
methods without MMS approval. A
change in ownership of a transportation
system shall not alter the depreciation
acheduts established by the original
transporter/lasses for purposes of the
allowance calculation, With or without
a change in ownership a transportation
system shall ba depreciatad only once.
Equipment shall not ba depreciated
below a reasonable salvage value.

(B) The MM8 shall allow as a cost an
amount equal to the initial capital
investment in the transportation system
multiplied by the rate of return
determined &muum to pa ph
{b){2){¥) of this seciion. No allowance
shall be provided for depreciation. This
alternative shall lq})ly only to
transporiation facilitias first placed in
service after [enter the affective date of
theas regulations}.

(v) The rate of return shall be the
induatrial rate associated with Standard
and Poor's BEB rating. The rate of return
shall be the monthly average rate as
published in Stendard and Poor's Bond
Guide for the first month of the reporting
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petiod for which the allowanca s
applicable and shall be effective during
the reporting period. The rate shall be
redetermined at the beginning of each
subsequent transportation allowance
reporting period {which lu datermined
pursuant to § 200.103(c){2)).

(3) The deduction for trenaportation
cosls shall be determined besed on the
lessea's cosl of transporting each
product through each individual
transportation system. Where maore than
one liquid product is transported,
allocation of coats lo each of the liquid
products transported shall be in the
same proportion as the ratio of the
volumae of each liquid product (including
water) to the volume of all liquid
products and such allocation shall be
made {n a consistent and equitable
manner. The lasses may not take an
allowance for transporting lease
production which is not royalty bearing.

{4) Where both gaseous and liquid
products are transported through the
same transportation system, the lessee
shall propose a cost allocation
procedure to MMS. The lessse may use
the il transportation allowance
delermined in accordance with ita
propased allocation procedure until
MMS issues its determination on the
acceplability of the coat atlocation. The
lessee shall submit all available data to
support its proposal. The initial proposal
must be submitted by [insert the last
day of the month which is 3 months
after the last day of the month of the
effective data of these regulations] or
within 3 montha after the last day of the
month for which the lessee reques. a
transportation allowance, whichever ia
later (unless MMS approves a longer
period). Tha MMS shall then determine
the oil trenaportetion allowance based
upon the leases's proposal and any
additional information MMS deems
necessary. The lassee may not take an
allowance for transporting a product
which {s not royalty bearing.

(5] A 1esses may apply to the MMS for
an exception fram the requirement that
{t compute actual costs In accordance
with paragraphs (b}{1) through (b){4) of
thia section. The MMS may grant the
exception only if:

[i} The leszee has arm's-length
contracta for transportation of ather
production through the same
transportation aystem;

{ii] The lessee has a tari(f for the
transportation system appraved by the
Fagaral Energy Regulatory Commission:
an

{iii) The persons purchasing
transportation asrvices from the lessee
had a reasonable alternative to using
the lessee’s fransporiation systam.
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Il the MMS grants the exception, tha
lessne shall use as its transporiation
allowance the volume-weighted average
pricas It chnm:n ather parsons pursuant
to arm’s-length contracts for
transportation through the same
trunsportation system,

(c) Reporting mqummenu—(l&
Arm's-length contracts. (1) With the
exception of those iransportation
nlluwances apecified in &armaph
{ji1)y) of this section, the lassee shall
submil page one of the initial Form
MAMS—4110. Ol Transportation
Allowance Report, prior to, or at the
same lime as, the transportation
allowance determined pursuant to an
arm’'s-length contract is reported on
Form MMS-2014, Report of Sales and
Rayally Remillance.

(ii} The initial Form MMS-4110 shall
he effective for a reporting period
beginning the month that the lessee is
lirsl authorized to deduct a
transportation allowance and shall
continue until the end of the calendar
year, or until the applicable contract or
rate terminates or is modifled or
amended. whichever is earlier.

[ili} After the initial reporting period
and [or succeeding reporting periods,
lessees mual submit page one of Form
MMS-4110 within 3 months after the end
of the calendar year, or after the
applicable contract or rate terminates or
is modified or amended, whichever iy
earliet, unless MMS approves a longer
period. Lessees may request special
reposting procedures in unique
allowance reporting situations, such as
those that relate to spot seles.

{iv1 The MMS may require thata
lessee submil arm's-length
transportation contracts, production
agreements, operating agraements, and
related documenls. Documents shall be
submitted within a reasonable time, as
determined by MMS.

(v) Transpartativn allowances which
are based on arm's-length contracts and
which are in effect at the time these
regulations becoma effective will ba
allowed to continue until such
aliowances lerminate.

|2) Non-arms-length or no controci, {i)
With the exception of transportation
allowances specified in paragraph
1el2){v) of this section, the lessee shall
submit an initial Form MMS-4119 prior
to, or al the sama Lime as, the
trunsportallon allowance determined
pursuant lo » non-arm's-length contract
or no contract situatlon is reported on
Form MMS~2014. The initial report may
be based upon estimated costs,

{ii) The Initial Form MMS~4110 shall
be effective for a reporting period
beginning the month that tha leasee first
is authorized to deduct a transportation
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allowance and shall continue until the
ond of the calendar year, or until
Mn:gomtlon under the non.arm's-
length contract or the no contract
situstion terminates, whichever Ia
earller.

{iil) For calendar-ysar reporting
periods succeeding the initial reporting
period, the lessee shall submit a
completed Form MMS-4110 containing
the actual copta for tha previous
reporting period. I oil transportation is
continuing, the lessee shall include on
Form MMS-4110 ita estimated costa for
the next calendar year, The estimated
oil trans tion allowance shall be
based on the actual costs for the
previou raporting pericd plus or minus
any adjustments which are based on the
lessee's knowledge of decreases or
increases which will affect the
allowance. MMS must receive the Form
MM5—4110 within 3 months alter the end
of the previous nrorm\g period, unless
MMS approves a longer pericd.

(iv) For new transportation facilities
or arrangements, the lesses’s initial
Form MMS 4110 shall include estimates
of the allowable oil tranaportation coats
for the applicable period. Coat estimates
shall be Bned upon the most recently
available operations data for the
transportation system, ot if such data
are not available, the {ossee shali use
estimates based upon industry data for
similar transportation systems.

{v) Non-arm's-length contract or no
conirect based tranaportation
allowances which are in effect at the
lime these regulations become effective
will be allowed ta continue until such
allowances ferminate,

{vi) Upon m}ueut by MMS, the lessee
shall submit all data used to prepare its
Form MMS-4110. The data shall be
provided within a reasonable period of
time. as determined by MMS.

(3) The MMS may establish reporting
dates for individual leasees different
than those apecified in this subpart in
order o provide more affective
administration. Leasses will be notified
as {o any change in thair reporting
period,

(4) Transportation allowances must be
reparted as & separate line item on Form
MMS-2014, uniess MMS approves a
different reporting procedure.

d) Interest assessments for incorrect
cr late reports and for failure to report.

(1) If & lesaee deducts a tranaportation
allowance on its Form MMS-2014
without complying with the
requirements of this section, the lessee
shall pay interest only on the amount of
such deduction until the requirements of
this section are complied with. The
leasea alao shall repay the amount of
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any sllowance which Is disallowed by
this section.

(2) i a lessee erroneously reports a
tranaportation allowance which rosults
in an underpayment of royaities, {nterest
shall ba pald on the amount of that
underpayment,

{3) Interest requited to be pald by this
section shall ba determined in
eccordance with 50 CTR 213,54,

(¢) Adjustments. (1) 1 the actual
transportation allowance is lass then the
amount the [exses has estimated and
taken during the reporting period, the
lesses shall be required to pay
additional royalties due plus interest
computed pursuant to 30 CFR 218.54.
retroactive to the first month the lesaee
is suthorized to deduct a transportation
aliowance. If tha actual transportation
allowance i3 greater than the amount
the lessee has estimated and tcken
during the reporting period, the lessee
shall be entitled to a credit without
interest.

(2) For lessees transporting production
from cnshore Federal and Indian jeazes,
the lesses must submit a corrected Form
MMS-2014 (o reflect actual coats,
togather with any payment, in
accordance with instructions provided
by MMS.

(3) For lessees tranapo production
trom Fedaral OCS leases, if the lessee's
astimated costs were more than the
actual costs, the lassee must submit a
corrected Form MMS-2014 to reflect
actual costa together with its payment.
in accordance with instructions
provided by MMS, If the lessee's
estimated costs were less than its actual
coals, the refund procedure will be
specified by MMS,

() Notwithstanding any other
provisions of this subpart, for other than
arm's-length contracts, no cost shall ba
allowed for oil transportation which
results from payments {either volumetric
or for value) for actual or theoretical
loases.

{8) Other transportation cost
determinations. The pravisions of thia
section shall apply to determine
transporiation costs when pstablishing
value using & net-back valuation
procedure or any other progedure that
requires deduction of tranaportation
coats.

Part 207 i3 revised to read as follows:

PART 207—S8SALES AGREEMENTS OR
CONTRACTS GOVERNING THE
DISPOSAL OF LEASE PRODUCTS

Subpart A—Ganers! Provisions

Bec.
2071 Pequired recordkeeping,
2072 Definitions.
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Sec. or disposal of oi), gae, natural gascline, 1301 el seq. 43 U.5.C. 1331 et seq.; and 43
@7 'SIHS::‘“““ made pursuant lo new form g ofho:r producl’ of the lenus exceptin  U.S.C. 1001 ¢! s0q.

2074 Contracts made pursuant 1o old form
leases.

2075 Contract and sales agreament
retention.

Subpart B—ON, Gas and OCS Sultur,
General {Reserved)

Subpart C—Faderal and Indian O8
[Reserved]

Subpart D—-Faderal and Indian Gas
(Reserved]

Subpart E—Solld Miveral, Gerersl
[Reserved]

Subpart F—Coal [Reserved]

Subpart G—Other Solid Minerais
[Reserved]

Subpart H—Geothermal Rescurces
[Reserved}

Subypart 1—0CS Sultur {Reserved]

Authority: 3 U.S.C. 131 et seq.: A US.C.
351 et s29.; 0 UKL 1001 et soq. and 30
US.C. 1701 et xeq.

Subpart A—General Provisions

§207.1 Required recordkesping.

The tecordkeeping requirementa
contained in Part 207 have been
approved by the Office of Management
and Budget {OMB) under 44 U.S.C. 3501
et seq. and aasigned OMB Clearance
Number 1010-0081,

§207.2 Definitions,
The definitions in Part 208 of this title
are applicable to this part,

§207.3 Contracts made pursuant to new
form leases.

On November 29, 1950 [15 FR 8585), a
new form of lease was adopted (Form o~
1158, 15 FR B585) containing provistons
whereby the lessee agrees that nothing
in any conlrac! or other arrangement
made for the sale or disposal of oil, gas,
natural gasoline, and other products of
the leased land, shall be construed a2
modifying any of the provisions of the
lease, including, but not limited to,
provisions relating to gas waste, taking
royalty in kind, and the method of
compuling royalties due as based on a
minimum valuation and in accordence
with the oil #nd gas valyation
regulations. A contract or agreement
pursuant to a lease containing such
provisions may be made without
obtaining prier agproval of the United
States as lessor, but must be retained as
provided in § 2078

§ 207.4 Contracts made pursusnt to old
form leases.

{a) Old form leases are those
conteining provisions prohibiting sales
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accordance with a conlract or other
arrangement approved by the Szcretary
of the Interior, or by the Director of tha
Minerals Managemant Service or his/
her representative. A contract or
agresment made purauant to an old form
lease may be made without obtaining
approval if the contract or agreement
either contains the substance of or ia
accompanied by the stipulation set forth
in paregraph (b) of this section, signed
by the seller (lmases Ot Gperator),

{b) The stipulation, the substance of
which muat be included tn the contract,
or be mada the subject matter of a
separate instrument properly identifying
the leases affected thereby, is as
follows:

It i hereby understood and agreed that
nothing in the written contratt or in any
approval thersal shall be conatraed an
affecting any of the relationa between the
United States and its lesase, particularly in
matters of gas waste, taking royalty in kind,
and the method of computing royalties dye as
based on & minimum valuation and In
accordance with the terms and provislong of
the oil and gas valuation regulations
upplicabla to the lands covered by said
contract.

§207.5 Contract and sales agreament
retention.

Copies of all sales contracts, posted
price bulletina, etc. &ad coples of all
agreements, othar contracts, or other
documents which are relevant to the
valuation of production are to be
maintained by the lessee and made
available upen requeat during normal
working hours to authorized MMS, State
or Indian representativas, other MMS or
BLM officials, suditors of the General
Accounting Office, or other persons
authorixed to recaive such documents,
or shall be submitted to MMS within a
reasonable pericd of time, as
determined by MMS. Any oral sales
arrangement negotiated by the lesses
must be placed in written form and
retained by the lesses. Racords shall be
retained in accordance with 30 CFR Part
212

PART 210-—FORMS ARD REPORTS

1. The authority citation for Part 210
continues ‘o read as follows:

Authosity: 25 U.S.C. 386 et s2eq. 23 US.C.
00a ot soq. 25 UB.C. 2101 et seg M USC,
181 ot 329.: 30 U.B.C. $31 et seq.: 30 US.C,
1001 ot a2q 0 U.S.C. 1701 et seg. 43 US.C.
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2. 30 CFR Part 210 s amended by
revising the titles of Subparts B, €, D, B.
F. and G to read a3 follows:

Subpart B—01t, Gas, and OCS Sultur—
General

Subpart C—Federal and Indlan Ofl—
{Reserved]

Subpart D—Federal and Indlan Gas—
(Reserved]

Subpart F—Coual [Reserved]

Subpart G—Other Solld Minerals
{Reserved]

3. The following subparts are added to
Part 210

Subpart H—Geothermal Resources
[Reserved)

Subpart =0CS Suttur— Reserved)

§§210.100 through 210.105, 210,150 and
210,151  [Removed]

4. Sections 210.100, 210,101, 210.102,
210,103, 210.104 and 210.105 under
Subpatt C and §§ 210.150 and 210151
under Subpart D are removed.

§§ 210.300 andt 210.301 [Redesignated as
§3 210,350 and 210.351]

Sections 210.300 and 210.301 under
Subpart F are redesignated as new
§§ 210.350 and 210.351, reapectively.
under new Subpart H.

5. 30 CFR Part 210, Subpart B, is
amended by adding § 210.55 to read as
follows:

§ 210.55 Special forms or reports.

When special forms or reports other
than those referred to in the regulations
in this part may be necessary,
instructions for the filing of such forms
or reports will be given by the MMS.

PART 241—PENALTIES

1. The autharity citation for Part 241 is
revised o read as follows:

Aulbority: 25 U.S.C. 308 #t seq.: 25 US.C.
390a of seq.; 28 U.S.C. 2101 &t s29.: 0 US.C.
181 #f seq.: 30 US.C. 351 &t seq.; M US.C.
1001 »¢ seq.; 30 U.S.C. 1701 et seq.: 43 U.S.C.
1301 ef saq. QA US.C. 1331 et seq.; and 42
U.S.C. 1001 &f xeq.

2. 30 CFR Part 241 I3 amended by
revising the titles of Subparts B, C, and
D 1o read as [ollows:
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Subpart B--OH, Gas, and OCS Suttur,
Generst

Subpart C—Federal and Indian Oft—
iReserved]

Subpart D-<Federsl and Indlan Gas—
|Reserved)

Subpart H—[Removed]

4. Subpart H, Indian Landas, is
snuved.

Subparts E, F, and G [Redesignated as
Subparta F, G, and H)

4. Subparts E F, and G are
redesignated as Subparts F, G, and H,
respeclively.

5. A new Subpart [ is added to read:

Subpart |—OCS Sultur [Reserved)
6. A new Subpart E is added to read:

Subpart E—Solld Minerals, General
[Ressrved)
§241.10 [Removed and reserved]

7. Section 241.10 is removed and
reserved.

§241.50 [Amended}

8. Section 241.50 is amended by
removing the phrase “this subpart” and
replacing it with the phrase “Subparts B,
C and D of this part.™

§241,100 [Redesignated as §241.80 and
amended]

Subpart C (§ 241.100)—{ Reserved)

9. Section 241.100 under Subpart C ia
redesignated as a new § 241.60 under
Subpar{ B and retitled “Assessments for
nonperformance” and Subpart C {s
reserved.

§ 241.60 (Nsw)[Amended]

10. Paragraph [c] from newly
redesignated § 241.60 is removed.

TITLE 43--PUBLIC LANDS: INTERIOR

CHAPTER II—BUREAU OF LAND
MANAGEMENT, DEPARTMENT OF THE
INTERIOR

PART 3160—ONSHORE OIL AND GAS
OPERATIONS—GENERAL

1. The authorily citation for Part 3160
conlinues to read as follows:

5-094999 00BB(USK 14-AUG-TT-14:42:46)

Avuthority: The Mineral Leasing Act, s
amended and supplemented (30 U.S.C. 151 ¢
2eq.), the Act of May 11, 1930 (30 US.C. 301~
308}, the Mineral Loasing Act for Acquired
Lands, as amended {30 U.8.C. 351-350), the
Act of March 3, 1008, as amended (23 US.C.
390}, the Act of May 11, 1934, as amended (25
Ua.c m—mq'g. the Act of February 28,
1891, a3 amended (23 US.C. 307), the Actof
May 26, 1824 (25 U.S.C. 358), the Act of March
3. 1827 {28 U.S.C. 208a-308¢}, the Act of June
30, 1919, a3 amended {25 U.S.C. 399). RS.
section 441 (43 U.B.C. 1457}, the Atlomney
General's Opinion of April 2, 1941 {40 Op
Aftty. Gen. 41), the Federal Property and
Administrative Services Act of 1049, as
amended (40 U.S.C. 471 of 32¢.), the Nationa!
Environizental Policy Act of 1968, as
amended (42 U.S.C. 4321 of peg.), the Act of
Decembet 12, 1000 {04 Stat. 2964), the
Combined Hydrocarbon Leasing Act of 1081
(95 Stat. 1070), the Federal Oil and Gas
Royalty Management Act of 1982 (30 U.S.C.
1701}, the Indian Minersl Development Act of
1902 (25 U.S.C. 2162}

§3162.7-4 [Redesignated as § 3162.7-£]

2, Section 3162.7-4 is redesignated as
a new § 3162.7-3 and a new § 3168274 is
added to read as follows:

§3162.7-4 Royalty rates on olt; siding and
step-scale lsases (public land only).
Sliding- and atep-scale royalties are
based or the average daily production
per well. The BLM authorized officer
shall specify which wells on a leasehold
are commercially productive, including
in that category ell wells, whether
produced or not, for which the annual
value of permizsible production would
be greater than the estimated
reasonable annual lifting cost, but only
wells that yield a commercial volume of
production during at least part of the
month shall be considered in
racertaining the average daily
production per well. The average daily
production per well for a lease ia
computed on the basis of a 28-, 29-, 30-,
or 31-day month (as the case may be),
the number of wells on the leasehold
counted as produ and the gross
production from the leasehold. The BLM
authorized officer will determine which
commercially productive wells shall be
considered each month as producing
wells for lh;;‘n;pon of com uﬂnﬁ
royalty in & ance with the following
es, and in the authorized officer's
discretion may count as producing any

F4701.FMT..[16,82]...6-06-87

commercially productive well shut in for
conservation purposes.

{a} For a previously producing
leasehold, count as producing for every
day of the month each previcusly
producing well that produced 15 days or
more during the month, and disregard
wells that produced less than 13 gays
during the month.

(b) Wells approved by the BLM
authorized officer as input wells shall be
counted as producing wells for the
entire month if 80 used 15 days or more
during the month and shall be
disregarded if so used less than 15 days
during the month,

(c) When the initial production of a
leasehold ia made during the calendar
motth, compute royalty on the besis of
producing well days.

{d) When a new well is completed for
production on a previously producing
jeasehold and produces for 10 days or
more during the calendar month in
which it is brought in, count such new
wells as producing every day of the
month, in arriving at the number of
producing well days. Do not count any
new well that produces fot less than 10

days during the calendar month.

{e) Consider "head wells" that make
their best production by intermittent
pumping or flowing as producing every
day of the month, provided they are
regularly operated in this manner with
approval of the BLM authorized officer.

{f) For previcusly producing
leaseholds on which no walls produced
for 15 days or more, compute royalty on
the basis of actual producing well days.

(g} For previously producing
leaseholds on which no wells were

roductive during the calendar month
Eul from which ofl was shipped,
compute royalty at the same royalty
percentage as that of the last preceding
calendar month in which production and
shipments were normal.

{h) Rules for special cases not subject
to definition, such as those arising from
averaging the production from two
distinct sands or herizans when the
production of one sand or horizon is
relatively Insignificant comgared to that
of the other, shall be made by the BLM
authorized officer as need arises.

{i)(1) In the following summary of
operations on a typical leasehold for the
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month of June, the wells considered for
the purpose of com})uling royalty on the
entire praduction of the property for the
months are indicated.

8. kdw producer (not op
7. Now woll, compivied Jurs 17; produced for 14
days

L New Wl completed June 22 produced for §
dery

Court

Wet No. end record m-,r;-d
x

X

X

x

X

{2) In this exampls, thers are eight
wells on the leasehold, but wella No. 4,
8, and 8 are not counted in computing
royalties. Wells No.1, 2,38, 5, and 7 are
counted aa producing for 30 days. The
averags production per well per day s
determined by dividing the total
production of the leasehold for the
month [including the oil produced by
wells 4 and 8] by 5§ (the number of wella
counted as prodacing), and dividing the
quolient thus obtained by the number of
days in the month.

[FR Doc. 87-18530 Filed 8-14-87: 845 am)
BLLING CODE 4310-00R-%

5094999 (OSOSY14-AUG-37-14:42:48)
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